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Editorial Comment 


It will be seen from the contents of this and 
Reports by earlier issues that our members are taking 
Management an active interest in setting up a standard 
covering the minimum information which 
should be given in a financial statement. Concurrently, 
awards are being given by various bodies to companies 
whose annual reports, of which the financial statement is 
but a part, are considered to be of exceptional merit from 
a public relations point of view. We congratulate those 
who have received these awards and are gratified that 
Canadian corporations are standing high in those reviews 
which have covered both the United States and Canada. 
Anything which can be done to provide not only the 
stockholders but also employees, policy-holders, creditors, 
customers and others interested with information on the 
company’s operations in the physical as well as the finan- 
cial sense is bound, especially in the long run, to be of 
value to the community. In these days of strikes and dif- 
ferences between employers and employees it is a current 
feeling that management has not taken the same pains as 
labour to keep its side of the case before the public. A 
curious case, however, is that of the strike at the soda ash 
plant in Amherstburg, Ontario. This strike persisted for 
some time with little being said publicly by either side and 
what little was said came from the voice of labour. The 
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public was quite apathetic until shortages developed. Glass 
as a commodity, soap, rayon suffered curtailed production 
and murmurings were heard. The blow fell when the On- 
tario Liquor Control Board reduced its liquor ration os- 
tensibly because of a shortage of bottles. Public clamour 
arose and steps were taken by both sides to come to agree- 
ment. Labour, however, did not suffer from the public 
outcry which was directed against the company as a mon- 
opoly and because of absentee ownership, because it is the 
only producer of soda ash in Canada and is also a sub- 
sidiary of a United States corporation. It is difficult to 
see any logical reason why the company permitted its case 
to go so far against it in the public mind without any 
attempt to make its position clear to those interested. 


In addition to recruiting staffs for their own 
Recruitment organizations, practising accountants are 
of Personnel frequently asked by clients to suggest the 

names of persons who might be suitable for 
vacancies in the clients’ organizations. Or, they are some- 
times asked to review applications received through other 
channels and occasionally to interview applicants, as it is 
felt that a better appraisal might be made by a disinterested 
person than by the prospective employer in the initial 
stages. The work being done by the Executive and Pro- 
fessional Division of the National Employment Service is 
complementary to that done in this field by public account- 
ants and close collaboration between the two should be 
useful. The Division is now operating in Moncton, Mont- 
real, Toronto, Winnipeg and Vancouver and is at the public 
expense. 

Reproduced in this issue is the major portion of the 
address of Warren W. Nissley, chairman of the “Committee 
on Selection of Personnel” of the American Institute of 
Accountants, given at the annual meeting in Montreal in 
September. At that time, Mr. Nissley also gave a report 
on the Strong Interest Blanks received from members of 
The Dominion Association of Chartered Accountants. 
Blanks were received from 437 juniors, 72 seniors and 131 
partners and were scored in the same way as blanks re- 
ceived from members of the American Institute of Account- 
ants. The average scores of the 640 Canadian blanks were 
compared with the average scores of 1,000 public account- 
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ants in the United States and were found to be very similar. 
There were, of course, wide differences among individuals 
for each level of Canadian accountants as there were for 
each level of American accountants. Technical difficulties 
in reproducing graphs preclude publication of this part of 
the paper. Mr. Nissley’s address commanded great respect 
at the annual meeting and an interesting discussion ensued. 


For entertaining reading, one should turn to 
Orders in P.C. 3922 dated September 19, 1946 and pub- 
Council lished in Statutory Orders and Regulations 

1946 dated September 30, 1946. It is entitled 
“Order in Council authorizing payment of drawback to 
flour millers for the crop year 1945-1946.” The definition 
of “the monthly average price for hard red spring wheat” 
consists of 153 words interspersed by four effective com- 
mas. The purpose of all these words appears to be to 
cause the Canadian Wheat Board to say that the price it 
sets for one month for Number One Northern Wheat at a 
certain point may be fractionally away from the arithmetic 
average price paid for that grade of wheat in that position 
by flour millers during that month. This having been ac- 
complished, one comes to Section 2 of the Order which con- 
sists of 627 words interspersed with 13 effective commas 
and 8 semicolons. This section sets out some of the condi- 
tions under which the flour miller may receive payments. 
As standard profits and income are defined and as the 
Commodity Prices Stabilization Corporation, the Income 
War Tax Act and the Excess Profits Tax Act are mentioned 
and as inventory reserves, deferred maintenance and re- 
pairs and renegotiations appear to have an influence on 
the payments to be made, this will no doubt be of interest 
to some of our readers. At the date of going to press, 
we are not quite sure who will have to pay whom in the 
long run. 


On page 344 in the June 1946 issue of 
Accounting and THE CANADIAN CHARTERED ACCOUNT- 
Auditing Research ANT, there was published a tentative 
Committee statement by the Accounting Research 

Committee of The Dominion Associa- 
tion of Chartered Accountants on “Standards of Disclos- 
ure in Annual Financial Statements of Manufacturing and 
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Mercantile Companies.” Comments and criticisms were 
invited from readers. The comments and criticisms since 
received have been considered and there is reproduced in 
this issue the final statement approved by the committee 
together with an explanatory preamble. There is also in- 
cluded in these pages a tentative statement on “Prospect- 
‘uses” which it is hoped will draw attention and comment. 
It is proposed that after a lapse of a few months this tenta- 
tive statement will be reconsidered in the light of the criti- 
cisms made and issued in final form. These statements of 
the Committee, which is now styled “The Accounting and 
Auditing Research Committee”, will be issued in bulletin 
form to all members and additional copies will be available 
at ten cents per copy. 


Personals 


Mr. D. F. Archibald, M.B.E., C.A., formerly Wing 
Commander, Royal Canadian Air Force, having now com- 


pleted a refresher period with the firm of H. J. Egan & 
Company, chartered accountants, wishes to announce the 
opening of an office at 188 Roy Building, Halifax, Nova 
Scotia, under the name of D. F. Archibald & Company, 
chartered accountants. 

The new firm will continue to be closely associated with 
Messrs. H. J. Egan & Company, who will act as consultants. 


Hudson, McMackin & Company, chartered accountants, 
announce the admission to partnership of Messrs. Charles 
W. Campbell, C.A., and G. Andrew Oulton, C.A. 

The business of the firm will be continued under the 
same name and style as heretofore with partners resident 
as follows: Saint John, New Brunswick, Messrs. H. L. 
McMackin, C.A., and G. A. Oulton, C.A.; Moncton, New 
Brunswick, Messrs. G. W. Hudson, C.A., and C. W. Camp- 
bell, C.A. 


Messrs. Max Zaitlen, B.Acc., C.A., and Abe Zaitlen, 
B.Acc., C.A., announce that their practice, suspended dur- 
ing the war, has been resumed under their former name of 
Zaitlen & Zaitlen at 300 Royal Bank Building, Saskatoon, 
Saskatchewan. 
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Messrs. E. M. Gunderson, C.A., B.E. Stokes, C.A., R. D. 
Peers, C.A., and M. J. Walton, C.A., formerly associated 
with the late G. W. Thompson in the firm of G. W. Thomp- 
son & Company, wish to announce the formation of a part- 
nership for the practice of their profession as chartered 
accountants at 1010-1020 Stock Exchange Building, Van- 
couver, British Columbia, under the firm name of Gunder- 
son, Stokes, Peers, Walton & Company. 


Winspear, Hamilton, Anderson & Company, chartered 
accountants, announce the opening of offices for the prac- 
tice of their profession at 332 7th Avenue West, Calgary. 
Mr. H. H. Love, B.Com., C.A., resident partner. 


Messrs. Rodier, Ruby and Pesner, chartered account- 
ants, Montreal, P.Q., announce the dissolution of their 
partnership as from September 30, 1946. 


Messrs. Harry L. Rodier, C.A., and Henry S. Pesner, 
B.Com., C.A., announce that they have entered into partner- 
ship for the practice of their profession under the firm 
name of Rodier, Pesner and Company, chartered account- 
ants, with offices at Suite 601, 1117 St. Catherine Street 
West, Montreal 2, P.Q. 


Obituaries 


The Late Leonard Ernest Ellis 


The Institute of Chartered Accountants of Ontario re- 
grets to announce the sudden death of Leonard Ernest Ellis 
at Toronto on October 2nd, 1946. 

Following graduation from Royal Military College, Mr. 
Ellis entered the profession in 1928 as a student-in-accounts 
with Saunders, Cameron and Company, and later with 
Deloitte, Piender, Haskins and Sells, with which firm he was 
associated at the time of his death. 

Surviving are his widow and three children to whom 
the Institute extends sincere sympathy in their bereave- 
ment, 
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A DISCUSSION OF THE RESEARCH PROJECT NOW 
BEING CONDUCTED IN THE UNITED STATES BY THE 
AMERICAN INSTITUTE OF ACCOUNTANTS FOR THE 
RECRUITMENT AND SELECTION OF STAFF 
ACCOUNTING PERSONNEL 


Warren W. Nissley, C.P.A. 
New York, N.Y. 


Introduction 


E objective of the research program on the selection 

of staff accounting personnel now being conducted by 
the American Institute of Accountants is to assist the 
members of the Institute in obtaining the most satisfactory 
assistants available for carrying on their professional 
practice. The program has two phases. The first is re- 
cruitment, which involves the distribution, directly or in- 
directly, of information about our profession to promising 
young men who are eligible to enter it. The second is the 
development of a screening process to determine, so far 
as can be determined in advance, whether a particular in- 
dividual is likely to be contented and successful in profes- 
sional accountancy practice. 

I presume you are interested in our project primarily 
to determine whether or not it might be of assistance in 
meeting your problems in Canada. Since I am not familiar 
with conditions up here, I will outline briefly the circum- 
stances that caused us to decide that we should undertake 
this work and what we hope to accomplish by it. Perhaps 
you can then decide whether any or all of what we are doing 
may be of value to you. 

Some of our members were sceptical as to the necessity 
or wisdom of this project when it was first proposed. They 
were quite satisfied with the progress the profession had 
made during the period of approximately sixty years that 
it has been in existence in our country. They were in favor 
of continuing to use the methods of acquiring staff person- 
nel which they had used in the past rather than to try what 
they regarded as new-fangled ideas. However, many other 
members believed valuable new techniques might be de- 
veloped. This conviction was evidenced by contributions 
of $56,000 to support thé project. These subscriptions were 
received from over 100 firms and over 200 individual mem- 
bers. They came in as a result of the mildest form of 
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solicitation. Some of the original sceptics have since 
changed their views—largely because they have been con- 
vinced that Dr. Ben Wood, the project director, is a sound 
man, and that, under his capable guidance, there is a rea- 
sonable chance of substantial accomplishment. I am per- 
sonally of the opinion that this project is one of the most 
progressive actions the Institute has taken. It places our 
profession in the front rank of those who are trying to fit 
the man to the job on a basis which is satisfactory to both. 


Recruitment 


Since there can be no selection until there are applicants, 
I will first discuss recruitment. 

There is no doubt but that the importance of the ser- 
vices which professional accountants are capable of render- 
ing to the community is not fully appreciated in the United 
States. While there has been substantial improvement in 
this connection during the last twenty years, much remains 
to be done. I believe one important reason why we are not 
better recognized is that we have not been rendering all 
the public service of which we are capable. In particular, 
we have as a profession, and as individual members of it, 
been backward in advising the public of facts of which our 
practitioners should be more cognizant than any other seg- 
ment of our population. Moreover, many of these facts 
must be appreciated by the ordinary citizens if they are 
not to be swept off their feet by political demagogues. 

Examples of the type of facts I refer to are the follow- 
ing: 

1. The productive capacity of the United States is largely the result 


of inventive genius and the development of so-called mass produc- 
tion methods. 

2. Genius is not man made but is a gift of God. It is more improvi- 
dent to waste genius than any other natural resource. 

3. Neither invention nor production methods would have reached the 
heights they have if our political system had not permitted the 
individuals responsible therefor to receive an incentive in the form 
of adequate compensation or profit. 

4. The effect of various methods proposed for determining compensa- 
tion or profit for an individual or for an enterprise, as compared 
with the automatic computation thereof resulting from the disposi- 
tion of goods or services to the highest bidder in a free market. 

5. The control procedures necessary to be certain that markets are 
kept free. i 

6. The ultimate implications of saying, in effect, that no man’s services, 

regardless of his genius, are worth more to his fellow citizens than 

say $25,000 per year after taxes. 

The ultimate effect on labor itself of a wage policy based on paying 
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each workman the same amount per day regardless of what he 
produces during the day. 


8. The provisions in our state corporation laws, or in the charters 
of particular corporations, which are not likely to prove beneficial 
to the creditors or stockholders who, presumably, are to be protected 
by such provisions. No group, other than the lawyers who devised 
them, is more capable of calling attention to such provisions. 


There is surely no group with better opportunity to 
predict the effect of different treatment of these problems 
in the actual operation of business. And, since we have 
joint responsibilty to labor, capital and management, and 
have no axe to grind, no other group is more capable of 
independent observation on these subjects. 

While it might not be appropriate to express a profes- 
sional opinion as to the ultimate action which should be 
taken, I believe we should consider it a duty to assume 
leadership in advising the public as to the results to be 
expected with respect to matters such as these, under the 
various possible alternative courses of action. To do this, 
we would need to develop the proper medium through which 
our comments would gain publicity. Certainly our failure 
to report our observations on these subjects cannot be 
expected to increase our stature in general, nor the appeal 
which our profession offers to young men. 

My remarks up to this point relate to the kind of addi- 
tional activities which we might undertake to increase our 
standing in the community—and hence with young men 
about to choose a career. This sort of thing can only help 
us over the long future. For our immediate objective, it 
is necessary for us to give additional publicity to the im- 
portance of the work which we now do. It is particularly 
necessary that we do this in terms that will add some at- 
mosphere of glamour to the work of the profession. I am 
afraid many young men still think of the professional 
accountant as one who deals with dusty books and adds 
up long columns of figures. When they relate him to other 
people at all, they are likely to think of him as a rather 
petty, and not very admirable, character who helps to put 
behind prison bars the, to them, romantic young man, who 
used his employer’s money to bet on the races, with the 
idea of entertaining his girl friend more adequately on his 
winnings, but whose horses did not back him up. Certainly 
the characteristics of the few accountants who have been 
featured in fiction, the movies or on the stage would not 
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add much glamour to our occupation. We are better re- 
garded by our adult population and our profession has a 
higher social standing and commands more respect in those 
few countries where it has been in existence longer. But 
we must get our new blood from the youthful element in 
our own country, and it is to them that we must direct our 
appeal. 

We have relied too much in our recruitment publicity 
on merely listing the type of services we offer: accounting 
services, auditing services, tax services, system and cost 
accounting services, etc. It would have more appeal to our 
young men if we showed them that we are an integral 
and an essential part of the modern business world. More 
and more that world consists of corporate units. Each 
unit represents a pooling of the wealth of many persons 
who, for practical purposes, lose direct control of that 
wealth as soon as it has been pooled. The importance of 
the corporation is bound to increase. Our enterprises must 
have available to them ever greater wealth pools to support 
the necessary research and to provide the machinery and 
equipment necessary for economical production. On the 
other hand, the incidence of taxation, including inheritance 
taxes, will make it impossible for a single individual or a 
small group of individuals to acquire sufficient wealth in 
the future to carry on great enterprises alone. Fortunately, 
the aggregate amount of wealth owned by all individuals 
is ever increasing. The pooling process is the only answer. 

Unlike the bodies which move about in our celestial 
universe with such remarkable precision, the corporate 
bodies which make up the business world are not subject 
to divine control and they too frequently acquire character- 
istics similar to those of meteors and comets. The only 
practicable method thus far developed by which man can 
control these detached complicated corporate bodies which 
he has created is through the reports on their activities 
prepared by professional independent accountants. News- 
paper reporting has always been regarded as one of the 
most glamorous occupations. I believe we should refer 
more in our recruitment effort to the reporting features of 
our occupation. 

Our committee is of the opinion that, regardless of his 
other qualifications, a man is not likely to be successful 
in our profession unless he. has mental ability of a high 
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order. In the United States, practically all of this type 
of men now manage to get to college somehow or other. 
It is obvious therefore that the college graduates represent 
about the only pool of young men available to us. 

In the middle 1920’s it was rather unusual for a mem- 
ber of a professional accountant’s staff to be a college 
graduate. This situation probably developed because rela- 
tively few leaders of the profession at that time had had 
the advantage of a college education. When they were 
young, it was not common for even the most intelligent 
young men to go to college and many men with good minds 
received their training in the school of life. A study made 
at that time showed that only 194 of the 874 members of 
the American Institute of Accountants who were admitted 
to the Institute during the ten years ended with 1926 were 
college graduates; 349 of them were high school graduates; 
and 331 did not even have the benefit of a high school edu- 
cation. 

To meet this situation, a Committee of the Institute, 
which was set up in 1926 and of which I had the honor of 
being Chairman, distributed directly to students then in 
college many thousands of copies of a booklet which at- 
tempted to describe the work of the professional account- 
ant and the importance of his work in our economy. Asa 
result of its activities, which were continued directly for 
several years and the effect of which is still felt today, a 
large number of college graduates have been brought into 
the profession. 

Inquiries made by us in 1926 indicated that the average 
native mental ability of the students then majoring in 
accounting in our colleges was not as good as the average 
ability of the students majoring in other departments. 
Consequently, our original appeal was to all college gradu- 
ates, regardless of what they had studied in college, and 
few Commerce Department graduates were actually accept- 
ed during the early years. 

During the ensuing years, students in colleges have 
become more familiar with professional accounting work 
and most practitioners have gradually come to the conclu- 
sion that men obtained from the colleges are the best type 
of young men to engage as beginners on their staffs. Dur- 
ing this period the quality of the students in the Collegiate 
Schools of Business also has improved substantially. Laws 
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have been passed in several states, beginning with New 
York, which require graduation from an approved college 
or school of accountancy as a requisite for the Certified 
Public Accountant Certificate. As a result of these condi- 
tions, we are now looking more and more to the collegiate 
schools of business for our raw material. In fact, it is 
probably safe to say that we now look to that source almost 
exclusively. It is obvious that we would rather have a man 
both with the proper kind of native ability and personality, 
and with training in accounting and auditing as well. 
When we had to choose between one or the other, we felt 
we could give the men the necessary technical training, 
but we could not give them brains. 

The increasing importance of the pool of college gradu- 
ates to us is shown by the following summary of new mem- 
bers admitted to the Institute from 1916 to 1944: 

Percentage 

No. of | who were 
Members College 

Period admitted Graduates 
10 years ended Dec. 31, 1926 874 22.2% 
7 yrs. and 8 mos. ended Aug. 31, 1934 700 34.0% 
7 yrs. and 7 mos. ended Mar. 31, 1942 2,218 42.6% 
2 yrs. and 2 mos. ended May 31, 1944. 989 51.5% 

The unusual periods above have no significance. They 
end on dates as of which I had analyses of the educational 
qualifications of members made for other purposes. Lest 
I may be accused of not accounting for all new members, 
I should point out that the above figures do not include the 
members admitted in connection with the merger with the 
American Society of Certified Public Accountants. Many 
of those men had been in practice a long time before the 
merger. 

College professors and personnel advisers exert a sub- 
stantial influence on the decisions reached by many students 
as to their occupation after graduation. It is necessary to 
have these guidance officials properly informed about our 
profession. Our Committee has recently authorized the 
distribution for their use of many thousands of copies of 
a new brochure describing the work of the profession, 
which was prepared by the Committee on Education. 

Every practitioner should regard recruitment as a con- 
stant personal responsibility. We should be willing to take 
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the necessary time to describe our work to any promising 
young man with whom we come in contact. If we recognize 
that this problem exists, there is no doubt but that we can 
solve it in a reasonable period of time. 


Selection 


Most, if not all, of the other well recognized professions 
have professional schools, of college or post graduate rank, 
in which students are trained solely for work in the respec- 
tive professions. I believe the public accounting profession 
is entitled to, and ultimately will have, similar schools. 
However, for many years I have said publicly that I do 
not believe we now have a single institution which considers 
that its job, or even one of its principal jobs, is to train 
men for our profession. So far as I am aware, that state- 
ment has never been challenged. I do not mean to say 
we do not have colleges that offer courses in accounting. 
When I looked into the matter in 1933, I found that a report 
of the Office of Education of the Department of the Interior 
stated in their Circular No. 94 that there were then 1,808 
courses in accounting and business statistics offered by 
436 colleges and universities in the United States. At that 
time, there were 1,060 instructors and 76,912 students in 
these courses. I presume the corresponding numbers at 
the present time would show a large increase. 

Now one of the principal functions of a strictly pro- 
fessional school is to sift out students not suitable for the 
profession for any reason. Under such conditions, any 
graduate may be considered a reasonable prospect to enter 
that profession. Since we could not absorb more than one 
or two thousand graduates per annum, it seemed obvious 
to us that we would need to develop our own screening 
process to find suitable assistants from graduates of ac- 
counting courses numbered in the tens of thousands each 
year in addition to the far larger number graduating from 
other departments of the colleges. 

In 1926, we adopted a rule of thumb procedure whereby 
we only considered those men who graduated in the highest 
25% of their class as rated by their respective colleges. We 
received quite a jolt as to the safety of this method when 
the present project was launched. Among his many activi- 
ties, Dr. Wood has been, in the past, Director of the Co- 
operative Test Service of the American Council on Educa- 
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tion. He informed us that uniform examinations in various 
subjects had been given in many colleges for a number of 
years under the auspices of that organization. The start- 
ling thing he told us was that their records indicated that 
there were practically no students in the lowest ten per 
cent of these colleges who received a score as high as the 
lowest score received by any student in the highest ten per 
cent of the colleges. An obvious method to meet this situa- 
tion would be to eliminate from consideration all students 
from the lower ranking colleges. Unfortunately, the 
arrangement between the Test Service and the colleges 
provides that no one can be advised as to the standing of 
the students in a particular college except the college itself, 
except for Haverford College which thus far has always 
stood first. While it is easy to understand that a college 
would not cooperate in the testing program unless its sins 
were kept from the light of day, such conditions do not 
develop confidence among the users of college products. 

We, of necessity, decided that we would develop our 
own testing procedures as part of our project. We believe 
that the fitness of a particular individual for the profession 
should be determined by appraising his qualifications separ- 
ately as to the following points: 

1. Does he have the minimum native intellectual ability 
required for successful work with us? 

2. Has he had adequate training in the necessary tech- 
niques? 

3. Would he be interested in the kind of work we do? 

4. Has he the requisite common sense and judgment neces- 
sary for our work? 

5. Are his personality and character satisfactory? 

Our research director tells us that known uniform test- 
ing procedures can be adopted to measure the first three 
qualities but that the prospective employer will need to 
continue to decide upon the last two by his own methods. 
It is very important to keep in mind that decisions as to 
employment must be based on combined considerations of 
all factors. I will now discuss the testing materials we 
are attempting to develop for the first three qualities. 


Testing Native Intellectual Ability and Technical Training 

Since we must select our beginners from a vast pool of 

college graduates widely separated geographically, it is very 
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desirable that we should develop a common measure with 
which to appraise those qualities which can be measured by 
written tests. We have decided that this can best be done 
by the use of the so-called multiple choice question tech- 
nique. Under this method, a number of answers, usually 
five, of which only one is correct, are given to the student 
in connection with each question. The person being tested 
chooses the answer which he thinks is correct. This method 
of testing has the following advantages among others: 

1. A much wider area can be covered in a certain period 
of time than with the so-called essay type of question. 

2. The answers can be scored on a uniform basis. Mech- 
anical scoring is available if desired. Consequently, 
relative scores are entirely equitable. This contrasts 
with the difficulty of grading the answers given to essay 
type questions uniformly. The latter kind of ques- 
tions must be scored on the basis of the impression re- 
ceived by individual examiners. Regardless of the abil- 
ity and carefulness of the examiners, the difficulty of 
obtaining uniform scores on thousands of answers 
graded by many different examiners is obvious. 

3. Examinations can be prepared year after year which 
are quite uniform in difficulty. This makes it possible 
to obtain a really significant comparison between the 
score of a man who takes one examination and the score 
of another man who takes another examination. It 
also makes it possible to measure the progress of a man 
by comparing his score on one examination with the 
score he receives on subsequent examinations of the 
same difficulty. : 
While tests based on multiple choice questions are easy 

to score equitably, the questions to be used in such tests 

must be very carefully prepared. The number of persons 
qualified to write such questions is very, very limited. How- 
ever, Dr. Wood has been very fortunate in obtaining the 
part-time services of two outstanding specialists in this 
field. Dr. Kenneth W. Vaughn, Associate Director, Gradu- 
ate Record Examination, research project of the Carnegie 

Foundation for the Advancement of Teaching, is preparing 

the questions for the Orientation Test. Professor Leo A. 

Schmidt of the Harvard School of Business Administration, 

who has also had experience in professional accounting 

practice, is preparing the questions for the Achievement 
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Tests. The relatively slow progress we have made to date 
has been due, in large part, to the fact that these men are 
very busy on other matters. I am convinced, however, that 
there would be grave danger in this type of test unless 
proper questions are used. 

The use of this type of tests in a new field requires 
that the questions for the first examination, even when 
prepared by such capable men, be carefully investigated 
before they are actually used. Consequently, they must 
first be taken on an experimental basis by a group of 
persons who have been rated previously by other reliable 
means. Obviously, if the relative ratings resulting from 
our tests differed widely from the relative ratings other- 
wise determined, the reason for the difference would need 
to be investigated. It is also necessary to appraise each 
question. Questions which almost everyone answers cor- 
rectly are dropped as not being useful and those which the 
great majority answer incorrectly are dropped as probably 
unfair or are altered. Likewise, a question which is 
answered correctly by the persons having the lowest aver- 
age scores and incorrectly by the persons with the highest 
average scores is dropped or changed. 

After an examination has been thus validated, it is 
necessary to establish a “norm” for the examination before 
it can be used for our purpose. A (raw) score of 50 
obtained by a particular individual on a particular examin- 
ation would have an entirely different meaning if the range 
of (raw) scores obtained by 1,000 persons taking that 
examination was between 40 and 90 and if 7%ths of them 
received (raw) scores over 50 than if such a group of per- 
sons received scores between 30 and 80 and only half of 
them were over 50. The only way to obtain such norms 
is to have a great many persons in each relevant category 
take the examination and build up the norms from the 
results thereof. The score received by a particular person 
taking the examination can then be expressed as a “per- 
centile’. The percentile score indicates the percentage of 
all the persons in a given category who have ever taken 
the examination who received lower or higher scores. For 
example, if a candidate receives a percentile score of 60, 
you know at once that 60% of his group received lower 
scores and 40% received higher scores. 

Another feature of this type of examination is that 
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the questions and answers must be closely safeguarded. 
The papers must always be in the possession of an accred- 
ited representative of the test service, and all copies given 
out at an examination must be returned and accounted for. 
Sufficient proctors must be present at the examination to 
make certain that the answers come from the head of the 
person being examined and not from some other source, 
and also to see that copies of the questions and answers 
are not taken away. While the questions are changed from 
time to time, such changes must be as infrequent as possi- 
ble in view of the cost of preparing the questions. 

The committee has decided, with the advice of our 
project research staff, that the following kinds of examina- 
tions will be offered: 

A. An Orientation Test. This will be designed to 
measure the “aptitude” or “general ability” of the appli- 
cant. This test will provide separate scores for (1) Verbal 
Intelligence, and (2) Quantitative Intelligence. This test 
can be given to any student or any applicant for a position 
at any age regardless of the training or experience he may 
have had. This test can be given in one hour. 

B. Accounting Achievement Test I. This test will be 
suitable for students at the end of the first college course 
in accounting, and for initial screening of candidates for 
junior positions in member firms. The time required for 
this test will be from two to three hours. 

C. Accounting Achievement Test II. This test will be 
suitable for college seniors who have majored in accounting 
and for candidates for positions as junior and semi-senior 
assistants. This test can be given in four or five hours. 

D. Accounting Achievement Test III. This test will be 
suitable for candidates for positions as senior accountants 
or higher grades. It will approximate in difficulty the 
uniform examinations now being given, in almost all of our 
states, to candidates for the C.P.A. certificate. 

I will now discuss briefly the progress we have made to 
date in developing the various types of tests. 

Orientation Test 

The orientation test has been taken by several hundred 
students in colleges and by a considerable number of staff 
members in several firms. The necessary corrections have 
been made. The test has, therefore, been validated, and 
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is in final form. I understand that the test will be taken 
by approximately 25,000 college students who are studying 
accounting in colleges located throughout the country this 
fall. As soon as these thousands of tests have been scored, 
national norms for various categories of students will be 
available and a percentile rating can be given to any 
applicant from any of these student categories. 


Achievement Tests 

It has been decided that we will first develop the Level 
I and Level II tests as these should be most useful to the 
colleges and to our members in testing the veterans and 
others who are now studying in the colleges and applying 
to us for positions. Work on the construction of the Level 
III test is proceeding, however. 

Several hundred college students and staff men have 
taken the Level I and Level II tests and the necessary cor- 
rections are now being made. It is expected that these 
tests will be available in final form in the reasonably near 
future. A number of colleges have agreed to cooperate 
with us by having their students take the tests during 
the current college year. 

The committee has decided to hold the first public 
examination in the Orientation Test and in the Level II 
Achievement Test on May 24, 1947. It is expected that 
these tests will be given in a number of the major cities 
throughout the country. The conditions under which the 
tests will be given, and the qualifications that must be met 
for admittance to the examinations, are still to be worked 
out. If this program is met, there should be enough scores 
available within a year to establish a national norm for 
both the Level I and Level II tests. 


Vocational Interest 


By vocational interest tests, an attempt is made to 
determine whether or not an applicant would like the kind 
of work performed in a particular occupation quite apart 
from how well he would be able to do such work. This is 
an important test because it has long been known that a 
man ordinarily does best the kind of work he likes. We 
were fortunate in having available the results of the re- 
search on this subject conducted over a period of nineteen 
years ended in 1943 by Dr. Edwin K. Strong, Jr., professor 
of psychology, Graduate School of Business, Stanford Uni- 
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versity. At the beginning of his book on “Vocational Inter- 
ests of Men and Women”, published in 1943, he gives this 
quotation from a book on “Educational Problems” published 
by G. S. Hall in 1911: 

“Did anyone . . . ever succeed who did not love his work 
better than anything else? Especially when everything is 
so intricate and apprenticeship so long as it is today, he 
who does not so love his work that it becomes play, so that 
he turns to it rather than anything else, cannot win the 
prizes of our day... . I think that the greatest good fortune 
that can befall a man is to be able to make as his vocation 
what he loves to do during his vacation. . . . If there is 
something you prefer to do to anything else, that way 
lies your calling.” 

It is perhaps doubtful whether we will ever get to the 
point where our staff will consist of men who will want to 
make an audit as their vacation. But perhaps it is not too 
much to hope for men who will enjoy auditing during the 
remainder of the year. 

Dr. Strong’s book, to which I have referred, contains 
746 pages. It will be difficult for me to summarize it in a 
few words, but perhaps I can tell you enough to enable you 
to understand his approach. 

First of all, he prepared a list of 400 questions which 
are, for the most part, answered as to whether the person 
being tested likes, dislikes, or is indifferent to the subject 
matter of the respective questions. He obtained answers 
to these questions from several thousand typical successful 
individuals in a considerable number of different occupa- 
tions. Then he ascertained the average answers to each 
question given by this entire group. Next he ascertained 
the average answers to each question given by the individu- 
als in each occupational group. (The group he used for 
accountant, for example, consisted of 160 general account- 
ants, 54 cost accountants, 65 auditors and 66 comptrollers 
and treasurers. Their average age was 37.4 years and 
their average education was 3/10 year beyond high school. 
His group of certified public accountants consisted of 355 
C.P.A.’s of New York and 68 from California. Their aver- 
age age was 37.3 years and their average education 2.3 
years beyond high school.) 

As a result of his research, he found that the respective 
groups gave average answers to many questions that dif- 


252 





A DISCUSSION OF RESEARCH PROJECT 


fered materially from the average answers given by the 
entire group. The various occupations also differed from 
each other. As Dr. Strong says in his introduction, the 
statistical calculations involved the manipulation of millions 
of figures in various ways. As a result of his calculations, 
Dr. Strong prepared tables of weighted average answers 
to each question for each occupation with which the answers 
given by any individual can be compared. 

It is to be noted that few of the questions are directly 
related to the work of any of the particular occupations 
involved. It is Dr. Strong’s theory, however, that if the 
answers given by an individual to the various questions 
correspond closely with the average answers given by those 
who, are successful in a particular occupation, that indiv- 
idual is likely to be contented to work in that occupation. 
My own experience with the use of this blank has con- 
vinced me that his theory has merit. I must confess I do 
not understand why. 

To check the results obtained by Dr. Strong, we obtained 
answers to the questions on the Strong Blank from over two 
thousand members of our Institute and their staffs. The 
average of these answers was calculated by the personnel 
of our research project. Our averages compared closely 
with Strong’s averages for accountant and C.P.A., thus 
validating his work for our profession. The average of 
the answers given by 1,000 men, selected at random, were 
also compared with the averages compiled by Dr. Strong 
for twenty-seven of his vocational groups. The compari- 
sons with the averages for the other occupations were made 
to establish a “profile” for professional accountants. For 
example, while it is very important that the interests of a 
young man correspond closely with those of a C.P.A., there 
is also a possibility that they should differ from those of 
a psychologist, minister, artist, dentist and the other occu- 
pations at the bottom of the list on the profile sheet. On 
the other hand, scores higher than average shown by the 
profile, in occupations other than C.P.A. and accountant, 
at the top of the list, are probably favorable indications 
provided the interests in these other occupations do not 
overshadow the interest in C.P.A. too greatly. Dr. Wood 
tells me that the psychologists are not yet certain as to all 
of the implications of deviations from the profile with re- 
spect to occupations other than our own. 
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Research Committee Bulletins 


Preface to Bulletins 


The Executive Committee of The Dominion Association 
of Chartered Accountants has authorized the Committee 
on Accounting and Auditing Research to publish reports 
on its own responsibility and it is the Committee’s inten- 
tion to issue bulletins from time to time setting forth its 
opinion with respect to matters of accounting and auditing 
principles and practice. 

The Committee’s aim is to be as useful to the members 
of The Dominion Association of Chartered Accountants as 
possible. It is believed that it will live up to this aim more 
successfully if, after due deliberation and consideration, it 
issues bulletins setting out what it considers to be the best 
accepted practice or its suggested treatment of new elements 
in accounting statements arising as a result of changes in 
social or economic conditions. 

Accounting is not static. It has changed in the past and 
will continue to adapt itself to changing conditions in the 
future. Because of the limitation of the bulletins to the 
best accepted practices or what is proposed as accepted 
practice it will be necessary to make provision for the per- 
iodic review and amendment of bulletins previously issued. 

Before the adoption of a bulletin by the Committee it 
will be published in The Canadian Chartered Accountant 
and comment will be invited. If it is apparent from corres- 
pondence received or from the lack of comment that there 
is no general and widespread disagreement with the Com- 
mittee on the stand which it proposes to take, the bulletins 
will be adopted and published. Every consideration will 
be given to any comments submitted and if the objections 
are well taken the proposed bulletin will be amended. 

New bulletins will be submitted to all members of the 
Committee and before publication will require the approval 
of two-thirds of the entire Committee. If any member of 
the Committee is not in agreement with the opinions ex- 
pressed in the bulletin or any part thereof he may have 
the particulars of his dissent appended to the bulletin. 

No rule of general application can be phrased to suit all 
circumstances or combination of circumstances that may 
arise. There is no substitute for the exercise of profession- 
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al judgment in the determination of what constitutes truth- 
ful presentation in any particular case. Therefore, if in the 
opinion of the persons concerned, the general rule as set 
out in a bulletin is not applicable to the particular circum- 
stances of a case it is believed that they should disclose 
their deviation from the application of the general rule and 
their reasons therefor. Failing this disclosure they should 
be prepared to justify their practices. 

No bulletin is to be considered of retroactive effect nor 
need it be applied to items of little or no consequence. 





A Statement of Standards of Disclosure in Annual 
Financial Statements of Manufacturing and 
Mercantile Companies 


OcToBER, 1946 BuLLeTiIn No. 1 


It seems appropriate that there be developed at this 
time a statement of the standards of disclosure which should 
prevail in annual financial statements furnished to share- 
holders of Canadian companies. The provisions of the var- 
ious companies acts set forth certain minimum standards. 
The Dominion Companies Act (1934) sets a relatively high 
standard in this respect and one which is in advance of most 
provincial legislation. However, it is now a full decade 
since the last general amendments were made to the Do- 
minion act and it is believed that the best of current ac- 
counting practice with respect to disclosure is greatly in 
advance of the requirements set out in the act. 

In any case, legislative requirements cannot hope to do 
more than set a legal minimum. One of the greatest ser- 
vices which a chartered accountant renders is the judgment 
which he brings to bear in examining a financial statement 
to see whether it does provide adequate information. If, 
in his opinion, a balance sheet, while conforming to the 
requirements of the Companies Act, still does not present 
fairly the financial position of the company, he will urge 
that further information be given or he will report to the 
shareholders on its shortcomings. The following quotation 
is particularly applicable to present conditions: 

“Neither directors nor auditors can properly regard legal re- 
quirements as setting the measure of their obligation to share- 
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holders; . .. it is incumbent on all parties interested to work 

continuously to improve standards and, by precept and example, 

to endeavour to secure a reasonable degree of publicity in cor- 
porate accounts.”* 

This submission deals only with minimum standards of 
disclosure in annual financial statements of manufacturing 
and mercantile companies and is not intended to deal with 
the accounting principles and procedures which are involved 
in the determination of the amounts shown in such state- 
ments nor with the extent of disclosure considered desirable 
in statements of such enterprises as railways, trust and in- 
surance companies, chartered banks, public utilities, etc. 
The standards herein set out are minimum standards only, 
and they are not to be construed as substitutes for the ex- 
ercise of judgment where further disclosure is necessary to 
avoid ambiguity or to prevent a statement from being mis- 
leading. 

Amounts which are not significant in degree need not 
be shown separately. Care should be taken to present fin- 
ancial statements in such form that the significant informa- 
tion is readily discernible and to achieve this end accounts 
of negligible or insignificant amount are usually better 
grouped with such other accounts as most closely approx- 
imate their nature. 

The financial statements should be read as a whole and 
notes appended thereto for the purpose of clarification or 
further disclosure are considered to have the same signific- 
ance as if the explanations were placed against the items 
concerned. However, it is suggested that the wording of 
the items concerned contain references to the notes, as such 
incorporation by reference emphasises the fact that the 
notes are a part of the financial statements. 

Subject to the above comments, the following recom- 
mendations are made with respect to disclosure in annual 
financial statements. 


BALANCE SHEET 


CASH ON HAND AND IN BANKS 

Where certain bank balances are not readily available, 
the amount of such balances should be indicated in some 
appropriate manner together with a brief statement as to 





*George O. May: Twenty-five Years of Accounting Responsibility. 
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the nature of the restrictions. If the restrictions are such 
as effectively prevent the use of such balances for current 
financial requirements they should not be included in cur- 
rent assets. Call loans should be shown separately and not 
combined with cash balances. 


MARKETABLE SECURITIES 

These should include only securities which are capable 
of reasonably prompt liquidation within the present plans 
of the company, and which represent more or less tempor- 
ary investment of surplus funds. The basis of the carrying 
value of these securities—say, cost—should be stated as 
well as the quoted market value. The term “at book value” 
should be avoided. 


ACCOUNTS RECEIVABLE 

These should be segregated so as to show separately 
ordinary trade accounts, instalment accounts (if substan- 
tial), advances owing by officers, directors, shareholders 
and employees, amounts due from affiliates, and other un- 
usual items of substantial amount. If the reserve for doubt- 
ful accounts is not shown separately it should be indicated 
in parenthesis or otherwise that such a reserve has been 
deducted. 
INVENTORIES 

The basis of pricing of inventories should be clearly 
disclosed. It is desirable that (a) if any reserve is deducted 
from inventory value the amount should be shown separate- 
ly; and (b) if the basis of valuation has been changed from 
that of the previous year this should be disclosed together 
with the effect of the change. 


CURRENT ASSETS 

The total of the current assets should be shown and 
generally speaking it should include only assets ordinarily 
realizable within a year, subject to normal trade practices 
with respect to instalment accounts receivable and inven- 
tories long in process. 
INVESTMENTS IN AFFILIATED COMPANIES 

Such investments should be set out separately and the 
basis of valuation indicated. If significant, the total in- 
vestment should be segregated and the following informa- 
tion indicated: (a) Investment in shares, (b) investment 
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in bonds and other secured obligations, and (c) advances. 

Unless a consolidated balance sheet is presented the ac- 
counting practice followed with respect to the profits or 
losses of subsidiaries should be stated. It is desirable that 
disclosure be made of the amount of the increase or decrease 
in the parent’s equity in its subsidiary companies since 
‘ acquisition and also for the year under review as a result 
of profits or losses and dividends, unless it is the practice 
of the parent to take up in its accounts its share of the 
profits or losses of its subsidiaries. 

fn certain instances the financial statements of the in- 
dividual subsidiaries should also be submitted to the share- 
holders of the parent company. 


OTHER INVESTMENTS 

Investments which are not readily realizable either as 
a result of market conditions or business policy should 
not be included in current assets. The basis of valuation 
and the nature of the investments should be clearly indi- 
cated and consideration should be given to disclosure of the 
name of the company when any one investment is signifi- 
cant in amount as compared with the total assets. 


FIXED ASSETS 

The basis of valuation of fixed assets should be dis- 
closed. If possible the term “book values” should not be 
used. If practicable the important classifications of these 
assets as between depreciable and non-depreciable proper- 
ties should be shown separately and, if acquired together 
in one transaction, the purchase consideration should be 
allocated between them. 

Reserves for depreciation should be shown separately 
and preferably deducted from the assets to which they ap- 
ply. 

PREPAID EXPENSES 
DEFERRED CHARGES 

Prepaid expenses, i.e., expenses paid in advance, should 
be stated separately from deferred charges, i.e., such items 
as preliminary expenses on incorporation, discount on 
bonds, and other similar charges. Prepaid expenses may 
be classified as current assets. 


GOODWILL 
The amount of goodwill should be shown separately and 
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if practicable it is desirable that the basis of valuation be 
described. Any changes in the amount of goodwill during 
the year should be set out in the financial statements. 


CURRENT LIABILITIES 

Current liabilities should be segregated as between the 
main classes, viz., bank loans, trade creditors, accrued 
liabilities, dividends payable, taxes payable, etc. Any large 
amount of a special nature (including balances payable to 
affiliated companies) should be set out separately. 

Tf any of the liabilities are secured they should be stated 
separately and the fact that they are secured should be in- 
dicated. 

The total of the current liabilities should be shown and 
generally speaking it should include all liabilities payable 
within one year from the date of the balance sheet. 


RESERVES 

Reserves applicable to specific assets should preferably 
be shown as deductions or deducted from the relative assets. 

Accruals in respect of liabilities, commitments or obli- 
gations often described as reserves should be treated as lia- 
bilities and the amounts disclosed if material. It is also 
suggested that financial statements would become more 
understandable if liability reserves were described as ac- 
cruals, deposits, provisions or some other appropriate term. 

Other reserves should, if important in amount, be set 
out separately in the balance sheet and full disclosure 
made in the financial statements with respect to signifi- 
cant amounts charged or credited to the reserve during the 
year. A single total should not be used for important re- 
serves which are not similar in nature. 


FUNDED DEBT 

Particulars as to title, interest rates, maturity date(s), 
authorized amount, amount originally issued and amount 
outstanding should be indicated on the face of the balance 
sheet or, if there are several outstanding issues, such par- 
ticulars may be shown on an attached schedule. Where 
funded debt is payable in a currency other than that in 
which the balance sheet is issued, that fact should be stated. 
Any of the company’s own securities purchased and not 
yet cancelled should be shown separately as a deduction 
from the relative liability or if the securities can be reissued 
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they may be shown as a non-current asset. Unless shown 
separately under current liabilities, the amount of bonds 
payable or the amount of the sinking fund payment due 
within the succeeding year should be disclosed. 


CAPITAL STOCK 

The number of shares authorized, the number issued, 
the par value, if any, in the case of each class of shares is- 
sued, should be shown on the balance sheet. The rate of 
dividends on preference stock and the amount of arrears 
of dividends on cumulative preference stock should be stat- 
ed. Where shares are redeemable the redemption price 
should be disclosed. It is desirable that the preference 
in liquidation of a stock, if substantially in excess of its par 
or stated value, be disclosed. 

Any increase in shares outstanding during the year 
should be set forth and the consideration received there- 
for should be given. Particulars as to any options out- 
standing for purchase of stock should be disclosed under 
the caption of capital stock. 


SURPLUS 

The changes in the surplus accounts during the year 
should be clearly stated. 

Earned surplus should be shown separately and it is 
desirable that the description of capital or other special 
surplus accounts should indicate their origin. Where there 
is any condition restricting or affecting the payment of 
dividends such as those frequently included in trust deeds, 
it is desirable that disclosure of the fact be made in the 
balance sheet. 


CONTINGENT LIABILITIES 

Any liabilities of this nature not provided for in the 
balance sheet, if substantial in amount, should be adequate- 
ly described in a footnote and, if practicable, the approxi- 
mate amount involved stated. 


CONTRACTUAL OBLIGATIONS 

Disclosure should be made of any contractual obligations 
which may require abnormal expenditures in relation to 
the company’s normal business requirements or financial 
position or which may involve losses of material amount 
not provided for in the accounts. 
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FOREIGN EXCHANGE 

If any material current assets or any material liabili- 
ties other than to shareholders have been converted from 
foreign currencies, the basis of conversion to the currency 
in which the balance sheet is issued should be stated. Dis- 
closure should also be made of any substantial amount of 
net current assets in countries with exchange restrictions. 


STATEMENT OF PROFIT AND LOSS 


A summary of the information which should be set out 
in the annual profit and loss statement follows: 

Profit from operations—In many cases it is desirable 
that there should also be shown the total of sales or gross 
income from which the profit from operations is derived. 

Provision for depreciation, obsolescence and depletion— 
If desired, this information may be shown parenthetically 
or as a footnote to the statement. 

Interest expense—If of significant amount, interest on 
funded debt, amortization of debt discount or premium and 
expense, and other interest expense should be shown separ- 
ately. 

Income from Investments—The amount applicable to se- 
curities of non-consolidated subsidiaries or affiliates should 
be shown separately. 

Miscellaneous deductions from or additions to profits— 
If significant, profits and losses on sales of securities or 
capital assets and non-recurring profits and losses should 
be shown separately. 

Taxes on income. 

Profit or loss for the period. 


CONSOLIDATED STATEMENTS 


The standards of disclosure set out above apply equal- 
ly to consolidated statements. In certain cases adequate 
disclosure may not be furnished by the submission of con- 
solidated statements only and in such cases separate state- 
ments for the more important constituent companies (as 
well as the consolidated statements) should be submitted. 


Where consolidated statements are submitted, they 
should indicate clearly what subsidiaries are consolidated 
and what subsidiaries, if any, are excluded from the con- 
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solidation, or the basis of inclusion. Investments in sub- 
sidiaries not consolidated should be set out separately with 
the same disclosure as would be made of such investments 
in unconsolidated statements. 

The total equity of minority shareholders in the capital 
and surplus of subsidiaries should be shown separately and, 
if preference shares are outstanding, the minority interest 
in these should be segregated. The interest of minority 
shareholders in the profits or losses for the year should be 
deducted as a separate item in the statement of profit and 
loss. 

The difference between the cost of the shares to the 
parent company over its equity in the net assets of sub- 
sidiaries at their dates of acquisition should be shown 
separately on the balance sheet or grouped with goodwill 
unless such difference has previously been disposed of by 
a procedure disclosed in the annual statements of preced- 
ing years. 

If certain subsidiaries are consolidated as of a date 
different than the date on which the holding company closes 
its accounts, disclosure should be made of the dates as of 
which their accounts have been included unless their as- 
sets or earnings are not significant in relation to the rele- 
vant totals for the group. 

While it is not intended to deal herein with accounting 
principles as such, there are two principles in connection 
with the preparation of consolidated statements which are 
so fundamental to a clear presentation of the facts that 


it seems appropriate to mention them at this point: 

(1) To prevent duplication of assets and/or liabilities and to 

exclude profit not realized by the group as a whole proper 
adjustment should be made (unless the amounts involved are 
negligible) for inter-company accounts, inter-company profits 
on assets purchased from other companies in the group (in- 
ventories, fixed assets, etc.), investments in subsidiaries and 
capital stock and surplus at acquisition. 
The consolidated earned surplus should in no case include 
surpluses of subsidiaries earned prior to acquisition. Like- 
wise in respect of subsidiaries acquired during the year, the 
profit and loss statement should include only the operations 
since the effective date of acquisition. 


GENERAL COMMENTS 


If, during the fiscal period in respect of which accounts 
are submitted, there has been any important change in the 


(2 


~ 


262 








RESEARCH COMMITTEE BULLETINS 


company’s accounting procedures which has had a material 
effect on the profits or losses as reported, the nature of 
the change and, if practicable, the effect on the results for 
the year should be disclosed. 

It is believed desirable that under ordinary circum- 
stances annual statements should be prepared so as to show 
comparatively the figures for the preceding year. It is 
recognized, however, that under wartime conditions, when 
many financial statements can only represent a reasonable 
estimate as at the time they are prepared, certain com- 
panies may properly consider it misleading to present in- 
formation in comparative form because to do so would sug- 
gest a greater degree of comparability than the circum- 
stances warrant. 


This Statement of Standards of Disclosure in Annual 
Financial Statements of Manufacturing and Mercantile 
Companies has received the unanimous approval of the 
members of the Committee on Accounting and Auditing 
Research. 


This bulletin was adopted by the Committee on Accounting and 
Auditing Research, after taking into consideration the comments re- 
ceived following publication of the tentative statement in THE CANA- 
DIAN CHARTERED ACCOUNTANT. 

A general rule is not applicable in all circumstances. However, 
the Committee believes that any deviation from the general rule 
should be disclosed, setting out the reasons for the deviation; failing 
such disclosure, the person or persons so deviating from the general 
rule should be prepared to justify their practices. 

This bulletin is not to be considered retroactive or applicable to 
items of little consequence. 

(The reader is referred to the Preface to Bulletins, October, 1946) 
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Prospectuses 


The Accounting and Auditing Research Committee of The Dom- 
inion Association of Chartered Accountants has reviewed the following 
statement and is considering issuing it in the near future as a state 
ment of the committee. Before approving it, however, the committee 
wishes members of the profession to have the opportunity to study the 
statement. The committee has, therefore, authorized its publication in 
THE CANADIAN CHARTERED ACCOUNTANT and any comments or criticisms 
which members or other readers may wish to make should be forwarded 
to the secretary and research director of The Dominion Association 
of Chartered Accountants, 10 Adelaide Street East, Toronto 1, Ontario. 


It should be noted that the following statement has not received 
the final approval of the committee. 


A Tentative Statement of the Minimum Standards of 
Professional Practice Which Should Apply in 
Respect of Prospectuses 


Consideration has been given to the position of the pro- 
fession in relation to the many offering circulars (pros- 
pectuses) for bond and share issues published during the 
past year. In almost every case such offering circulars 
included at least a balance sheet and a statement of earn- 
ings on which chartered accountants had reported. 


The committee was pleased to ascertain through enquiry 
that most chartered accountants have a proper sense of 
their re-vonsibility in connection with corporate financing 
and, that before permitting their opinion to be quoted in 
such circulars, they have, irrespective of the legal limits 
of their liability, insisted that these circulars contain a 
proper disclosure of all pertinent information. In many 
cases the auditors of the company are in an exceptionally 
advantageous position to draw to the attention of under- 
writers material facts which may be unknown to the under- 
writers and of whose significance the management may be 
unaware. 

It is not possible to review these circulars, however, 
without recognizing the many variations in practice which 
exist between different members of the profession. It is 
believed that such differences are a natural result of the 
lack of any standard by which the profession may be guided. 
The committee, therefore, has drawn up what it considers 
are the minimum standards of professional practice which 
should apply. 
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PROSPECTUSES 


Offering Circular 

The auditor should review the entire circular before it is 
finally printed to satisfy himself that, within his knowledge, 
the contents are correct and not misleading. Unless given 
such an opportunity the auditor should not permit the use 
of his opinion in the circular. 


Report 

The auditor’s report, which should be printed in full, 
should contain an expression of opinion and not merely 
refer to the fact that the statements have been prepared 
or examined by him. . The auditor should not express an 
opinion if it is so qualified as to be useless to an investor 
and, in addition, should not express an opinion unless he 
has made sufficient examination to warrant its expression. 

Consideration has been given to the extent to which 
accountants can properly rely on the work performed by 
other members of the profession not employed by them or 
acting as their agents, and by public accountants practising 
in other countries. The committee feels that no hard and 
fast lines can be drawn and that the extent to which re- 
liance can be placed on such work depends entirely on the 
circumstances in each particular case. A chartered ac- 
countant should not sign any opinion unless he has knowl- 
edge of the company’s affairs and has made some direct 
examination himself. If, for certain subsidiary companies 
and branches, he relies on the reports of other accountants, 
he should have direct communication with such other ac- 
countants and advise them that he will rely upon their 
opinions in incorporating the figures reported upon with 
those examined by himself. 


Balance Sheet 

The balance sheet prepared for inclusion in an offering 
circular should meet not only the requirements of The Com- 
panies Act, but also those of the “Statement of Standards 
of Disclosure” issued as Bulletin Number 1 of this Com- 
mittee. The use of financial statements as of a date more 
than 120 days before the offering date should be discour- 
aged. 
Earnings 

The statement of earnings should be for a sufficient 
number of years to give a reasonable picture of the opera- 
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tions of the business. Under today’s conditions, having re- 
gard to the abnormal circumstances of war years, the legal 
requirement of three years’ earnings, under The Dominion 
Companies Act, is usually not a sufficiently long period. 

The statement of earnings should incorporate in the year 
affected any adjustments which have subsequently been 
made through surplus or the profit and loss account. 

The committee considers that statements of earnings in 
the case of stock or share issues should show the operating 
revenue, depreciation provided, interest paid on bonds or 
debentures, provision for taxes on income and the net profit 
for each year. The particulars of non-recurring profits and 
losses which have been excluded should be disclosed, if 
significant. In the case of a bond or debenture issue, the 
statement should show at least the operating income and 
the depreciation provided, but the committee considers it 
preferable to show the interest on bonds or debentures and 
provision for taxes on income as well. 

A statement of earnings is an historical statement. 
Changes in the figures to reflect changes or expected sav- 
ings are dangerous, in that only one changed condition is 
being reflected, whereas in fact the economic conditions 
existing during the period of the earnings statement may 
be entirely different from those prevailing today. To at- 
tribute to a former period certain conditions presently exist- 
ing, and, at the same time to ignore other changed condi- 
tions, is likely to be misleading. For this reason such 
adjustments to earnings should ordinarily be avoided. 

The use of average figures for a period of years, without 
disclosing the annual figures from which the averages were 
computed, is considered misleading. 


Pro Forma Statement 

If a pro forma statement is issued, it is important that 
it be clearly labelled as such and that complete disclosure 
be made of the underlying assumptions on which the state- 
ment is predicated. An opinion should not be expressed on 
a pro forma balance sheet unless there are firm commit- 
ments from responsible parties and reasonable assurance 
that the company’s position will in fact resemble that shown 
by the statement. 








REVIEW OF THE DOMINION COMPANIES ACT 


Review of the Dominion Companies Act 


Prepared by the Post-War Committee of the Dominion 
Association of Chartered Accountants 


HE present Companies Act of the Dominion Parliament 
was enacted in 1934, and in 1935 a number of import- 
ant amendments were made to implement recommendations 
made by the Royal Commission on Price Spreads. There 
have been no amendments since that date. In December 
1935, at a Dominion-Provincial Conference, the desirability 
of uniform company legislation was discussed and a unani- 
mous resolution was passed directing the Secretary of 
State to convene a joint committee of representatives of 
the Dominion and all the provinces for the purpose of pre- 
paring a model Act as a basis for uniform action. During 
the course of its deliberations this committee received 
representations from various interested persons and or- 
ganizations, and in 1938 a preliminary draft was printed 
(hereafter referred to as the Draft Act) which, while not 
regarded as the final recommendation of the joint com- 
mittee, represented in effect a progress report on their work 
to date. The advent of war necessitated the discontinuance 
for the time being of the studies of the joint committee but 
it is anticipated that this work will be resumed in the 
near future. 

In our review, we have confined ourselves primarily to 
those sections of the law which affect the practice of our 
profession, or with which our members are particularly 
conversant. For that reason, this report makes no attempt 
to cover the whole subject of company legislation, but rep- 
resents rather a statement of the views of this committee 
on those matters of particular interest to professional ac- 
countants. 

In addition to reviewing the Dominion Companies Act 
and the Draft Act, previously referred to, we considered, 
as they related to the subjects herein discussed, the com- 
pany legislation of other countries, including the laws of 
a number of the states of the United States of America. 
We have had an opportunity of examing the report (1945) 
of the Committee on Company Law Amendment set up in 
England under the chairmanship of Mr. Lionel L. Cohen. 
In our study of these matters we have been assisted by 
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Mr. J. S. D. Tory, K.C., O.B.E., and wish to acknowledge 
our debt of gratitude for his valuable advice and guidance. 


I. INTERPRETATIONS AND DEFINITIONS 

“BOOKS” AND “BOOKS OF ACCOUNT” 

The present Act contains in several places reference to 
a “book” or “books” which terms embrace not only books 
of account but such other records as share registers, minute 
books, etc. In view of the trend towards novel forms of 
records and the danger of court decisions ruling that such 
records are not covered by the term “books”, we believe that 
the words “record” or “records” should replace the words 
“book” or “books” wherever they appear in the Act. The 
recommended term is much more comprehensive and would 
presumably extend to such modern devices as micro-films, 
photostats, and other scientific developments which have 
been applied to business record keeping. 


SURPLUS 

Any general scrutiny of the balance sheets of Canadian 
companies will indicate a wide variety of uses of the word 
“surplus”. The subject has received a considerable amount 
of study both in Canada and in the United States and there 
is a general feeling among accountants that changes in 
both legislation and practice are desirable to minimize the 
casual and often inaccurate usage of the word. 

The present Act provides specifically for “capital sur- 
plus”, “distributable surplus” and “earned surplus”, but 
“earned surplus” is nowhere defined and “capital surplus” 
is referred to only in Section 61 providing for the capitali- 
zation of surplus upon the redemption of preferred shares 
out of accumulated earnings. In addition to these terms, 
published balance sheets of Canadian corporations include 
“revaluation surplus”, “paid-in surplus”, “contributed sur- 
plus” and, to designate a wide Variety of items, the term 
“capital surplus”. 

There are at least three basic approaches to the division 
of surplus, all of which are followed or recommended in 
one jurisdiction or the other. These are: 

(a) according to the source of the surplus 

(b) according to its availability for distribution in the 
form of dividends 

(c) whether it is earned or unearned. 
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These three approaches are mutually exclusive and it 
is impossible to devise any practicable scheme of surplus 
division which will permit complete description of surplus 
from each of the above aspects. Our recommendation is 
that division according to source is the most practicable 
and effective one and the broad division which we recom- 
mend is between surplus contributed by, or otherwise de- 
rived from, the shareholders and surplus arising out of 
the earnings and operations of the company. The question 
of availability for distribution is admittedly of importance 
but the enactment of specific legislation and the develop- 
ment of definitions will be vitiated by restrictions and 
limitations accepted by the company through security in- 
dentures and trust deeds. So far as the distinction between 
earned and unearned balances is concerned, we feel strong- 
ly that no unearned amounts should be designated as sur- 
plus in any circumstances. 

We therefore recommend that there should be two 
classes of surplus defined by statute and that it be required 
that they be shown separately. The two classes referred 
to are as follows: 


(1) earned surplus—consisting of the unappropriated balance of profits 
less losses of the company. To this account will necessarily be 
carried realized capital gains and losses other than those arising 
from transactions between the company and its shareholders. 


(2) contributed surplus—consisting of 
(a) surplus arising from the issue, redemption or alteration of 

the company’s own share capital including, inter alia, 

(i) premiums received on the issue of share capital; 

(ii) surplus arising from the conversion of shares of one class 
into shares of another class; 

(iii) discount on the redemption or purchase for cancellation 
of any share capital; 

(iv) that portion of the consideration for the issue of any 
shares heretofore set aside as distributable surplus; 

(b) donations of cash or assets by shareholders. 

Under the foregoing recommendations the term “dis- 
tributable surplus” will disappear. We believe that the 
present provision, whereby a portion of the consideration 
received for the issue of no par value shares may be set 


aside as a distributable surplus, should be abolished. 

The term “capital surplus” is so commonly used, and 
we think frequently misused, that a reference should be 
made to a suggestion put forward to the Joint Dominion- 
Provincial Committee that “capital surplus” be separately 
defined as consisting of “contributed surplus” plus all items 
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which cannot be distributed to shareholders. This sugges- 
tion seems to us an attempt to establish a segregation of 
surplus based upon its availability for dividend distribution 
but, in our view it must fail if, as we suspect, many classes 
of contributed surplus may be legally distributable. Apart 
from that, however, the term “capital surplus” cannot be 
regarded as having any generally accepted meaning and 
it is not uncommon to find it erroneously coupled with the 
term “capital gains” or “capital losses”. For these reasons 
we prefer to see the term abandoned completely. 

Another suggestion which we have considered is to pro- 
vide for the continued use of the term “revaluation sur- 
plus”. We feel that it is undesirable to use the word “sur- 
plus” in connection with a revaluation of assets and suggest 
that any such write-ups would be better described in a 
balance sheet as being amounts added to asset values on 
revaluation. 


LEGAL CAPITAL 


Recent corporation statutes in the United States have 
made various attempts to define “legal capital”, referred 
to variously as “stated capital’’, “capital”, “capital stock’’, 
“paid-up capital” or some other term. We do not feel that 
under the existing terms of our Canadian legislation it is 
necessary to introduce any such definition into our law. 


II. SHARE CAPITAL PROVISIONS 


Where shares are issued for a consideration payable in 
property or services, it is required by the present Act that 
the directors shall by express resolution determine such 
consideration to be in all the circumstances of the transac- 
tion the fair equivalent of cash to the total nominal amount 
of the shares so issued (section 12, s.s. 9). Application may 
be made to a judge for a declaratory order confirming such 
determination but the directors are not compelled to take 
this step. In the Draft Act (section 18) these requirements 
are stiffened and the directors must either make application 
to a judge fur a declaratory order or there must be filed 
with the registrar statutory declarations by two directors 
affirming their belief in the fairness and propriety of the 
valuation of the property or services. 

We approve of the provision of the Draft Act but 
recommend that the section be further amended to require 
that the directors’ express resolution should: 
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(a) set out particulars of the nature of the property acquired or 
services rendered, and 

(b) state how and why they are of value to the Company, quote 
dates, places and other details or refer to documents contain- 
img such information. 


The Draft Act contains a new section (19) providing 
separately for the fixing of the consideration for the issue 
of no par value shares. We consider the proposed restric- 
tions so onerous as to render them unworkable and recom- 
mend retention of the existing law with the addition of a 
provision granting pre-emptive rights to existing share- 
holders, which may be disregarded only when waived by 
by-law. 


DEFERRED SHARES 


We do not approve of a provision in the Draft Act for 
the creation of “deferred shares”. 


REDUCTION OF SHARE CAPITAL 

Section 50 of the present Act requires a company which 
has reduced its capital in certain circumstances to add the 
words “and reduced” to its name for a period fixed by the 
Secretary of State. The Draft Act omits this requirement 
and we agree that the change is desirable. 


REDEMPTION OR CONVERSION OF PREFERRED 
SHARES 

The present Act provides (section 60) that unless 
preferred shares are issued subject to redemption or con- 
version, they may not be redeemed or converted without 
the consent of the holders except pursuant to an arrange- 
ment or compromise or by an amendment or change in the 
provisions made in the manner set forth in such provisions. 
The Draft Act eliminates the latter method and insists upon 
an arrangement or compromise and with this change we 
are in agreement. 

The Draft Act (section 47) contains an important de- 
parture from present practice in connection with the re- 
demption of preferred shares. The proposal is that shares 
may be redeemed only out of the proceeds of a fresh issue 
of shares made for the purpose or out of profits otherwise 
available for dividends: where profits are so employed a 
Capital Redemption Reserve Fund must be set up out of 
surplus, which is to be regarded as paid-up capital. 

This procedure follows somewhat the plan of section 
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61 of the present Act, which was first introduced in Canada 
with the 1934 Act. In its present form section 61 provides 
that when preferred shares are redeemed the paid-up capi- 
tal shall not be deemed to be reduced if the funds are 
provided by a fresh share issue or if the payment is made 
from profits set aside for the purpose, and the profits so 
utilized are designated as a capital surplus. 

Complaint may be found with the language of the pre- 
sent section but basically several important questions are 
left unanswered, namely: 


(a) in the case of a company which, prior to 1934, had outstanding 
redeemable preferred shares, may such shares be redeemed 
without raising new capital or capitalizing surplus and, if so, 
are supplementary letters patent required? 

(b) is it open to a company formed after 1934 to redeem preferred 
shares without raising new capital or capitalizing surplus, (ad- 
mitting that its capital will be deemed to be reduced as a 
result) and, if so, are supplementary letters patent required? 


These doubts, coupled with the important provisions of 
section 15 of the Income War Tax Act which tax the share- 
holders on capitalized surplus as though it were a dividend 
(to the extent of undistributed income on hand), have 
caused companies to give section 61 a wide berth. 

In view of the foregoing we view with distrust the 
proposals of the Draft Act which force all redemptions into 
this new pattern; it may be that existing contractual rights 
are prejudiced: it certainly requires contemporaneous 
amendment of the Income War Tax Act. 

In our opinion a company should have two choices in 
redeeming preferred shares. Either it should be entitled 
to replace the redeemed capital with fresh capital or by 
capitalizing surplus in a Capital Redemption Reserve (the 
word “Fund” should be omitted) or, alternatively, it should 
be permitted to refrain from replacing the capital, provid- 
ing supplementary letters patent are obtained confirming 
the resulting reduction of capital. 

Finally, we disapprove the proposals contained in sub- 
sections 6 and 7 of section 47 of the Draft Act. These would 
permit a company, in effect, to re-issue redeemed shares 
and to distribute the proceeds in the form of stock divi- 
dends. In our view this would encourage companies to 
traffic in their shares and our tax laws render the stock 
dividend proposal impracticable. 
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VOTING RIGHTS 

The Draft Act (section 90) provides new voting pro- 
visions whereby each shareholder shall be entitled to one 
vote for each dollar which is paid up in respect of his 
shares. We appreciate that the purpose of such provision is 
to establish a more equitable basis for the voting control 
of the company than obtains under the present legislation | 
and practice, but we doubt whether the terms of the Draft 
Act constitute a workable solution. Complications neces- 
sarily arise in the case of existing companies having no par 
value shares; in many cases it is impossible to tell how 
much has been paid up on such shares, particularly where 
they have been issued for property or services: in other 
cases, no par value shares will have been issued for cash at 
different prices and under present conditions it is almost 
impossible to follow the identity of shares to determine the 
price at which each was originally issued. 

It is, perhaps, worthy of note that most of the United 
States legislation is similar to our existing Dominion Com- 


pany law. 
Ill. DIVIDENDS 


A review of modern company legislation indicates a 
strong tendency to increase the number of prohibitions and 
to limit the funds available for dividend payment, especi- 
ally for dividends on common shares. For example, there 
is evidence in some of the United States legislation of the 
view that the right to pay dividends from unearned surplus 
should be restricted in order to protect creditors and pre- 
ferred shareholders from irresponsible withdrawals in fa- 
vour of common shareholders. An alternative safeguard 
against the same danger is to provide that when a dividend 
is paid from other than earned surplus notice of the source 
shall be given to the shareholder when the dividend is paid. 
Some laws impose dividend restrictions based upon the fin- 
ancial fitness of the company and, of course, restrictions of 
this type are common in modern trust deeds securing issues 
of bonds. 

The principal United States statutes provide that no 
dividend shall be declared or paid which would reduce the 
net assets of the company below its “stated capital’ and 
also provide that no dividend shall be paid unless the value 
of the net assets in the corporation remaining after pay- 
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ment shall at least equal the aggregate of distribution pref- 
erences on all shares outstanding having such preference 
plus certain other amounts. The present Dominion Act 
provides that no dividend shall be declared when the com- 
pany is insolvent or which renders the company insolvent or 
which will impair the capital of the company. In determ- 
ining solvency, write-ups in asset valuations within the past 
five years may not be taken into account. Our only re- 
commendation in this regard is that the exclusion of valua- 
tion write-ups be applied to the test of capital impairment 
as well as the test of solvency and with that change we 
consider the suggested terms of the Draft Act represent a 
suitable solution of the problem in Canada. 

Both the present Act and the Draft Act contain a defi- 
nition of the word “dividend”. The Draft Act’s definition 


reads: 
“The word ‘dividend’ includes any distribution to shareholders as 


such. 
Having in mind the danger of tax complications in the event 
of any ambiguity we suggest the following alternative defi- 
nition: 

“The word ‘dividend’ includes any distribution to shareholders 
other than a reduction or redemption of all, or any part of, 
the capital of the company or a return of capital on the wind- 
ing-up of the company”, 


(To be continued) 


Current Accounting Literature 


By Frank S. Capon, C.A. 
Montreal, P.Q. 


U.S. Accounting Research Bulletin No. 26 


Accounting for the use of special war reserves is the 
subject of the latest research bulletin issued by the Ameri- 
can Institute. The bulletin recommends that charges 
against such reserves be limited to costs directly attribut- 
able to the war years or direct reconversion for civilian 
business, but stresses that such post-war expenses as strike 
losses, losses due to material shortages and so forth are not 
permissible charges. It is further recommended that any 
unused balance should not be transferred to an unappropri- 
ated reserve or general contingency reserve, and also that 
the accounting for any excess reserve balances will be 
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such that it will not distort the income of the period in 
which the reserve is eliminated. It is hoped that the pro- - 
cedure recommended will result in the elimination of special 
wartime reserves in the near future. 
Decentralization of Accounting 

There comes a time in the development of small com- 
panies into large companies when a measure of decentraliz- 
ation of accounting becomes necessary. The operations of 
the almost completely decentralized accounting organiza- 
tion of the Radio Corporation of America are outlined by 
A. MacGillivray, its director of accounts and finance, in the 
Ist September N.A.C.A. bulletin. Company-wide policies 
must be strictly observed, making close co-ordination essen- 
tial, and also necessitating a careful review of monthly 
operating reports. Contacts between the various levels of 
the accounting and other units are made directly, and the 
extent to which supervisors must be kept informed on such 
contacts is clearly set forth. 

Internal Check Opposite Manufacturing Costs 

Internal controls are usually thought of in terms of 
cash and accounts receivable, investments and other finan- 
cial aspects of business, but in the above bulletin, Joseph 
Pelej discusses some aspects of internal control in relation 
to the cost accounts. Among these are the checks on pur- 
chasing to ensure that materials purchased are actually 
required, that prices are proper, that materials are received 
as ordered, in good condition and that prices invoiced agree 
with quotations. Several types of internal check are ne- 
cessary for material receipts, payments for purchases, stock 
controls and credits for scrap and other miscellaneous in- 
come. Physical inventories also need internal control, as 
do labour costs, payroll rates and labour distribution. The 
author makes it clear that the manufacturing costs are just 
as much in need of internal control as are the financial 
phases of business. 

Development of Basic Cost Data 


The 1st September N.A.C.A. bulletin also includes a 
comprehensive 68 page pamphlet on the development of 
basic cost information for material and labour. Intended 
for use in discussion and study group programmes, it 
covers the organization for collection of basic data, incom- 
ing materials data, material issues, special material prob- 
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lems, labour costs, production data and product costs, 
monthly closing and material and labour reports. 


Incentive Wage Systems 

Management is turning increasingly towards incentive 
wage plans in order to try to regain at least some of the 
labour efficiency lost during the past six years, according 
to G. M. Fitzgerald’s article in the 15th September N.A.C.A. 
bulletin. After discussing the relationship of prices and 
wages, and the vital importance of increasing production 
per man hour, Mr. Fitzgerald goes on to summarize some 
incentive wage methods, and also some of the pitfalls that 
have minimized the usefulness of similar plans in the past. 
Accurate and fair measurements of standards on which 
to compute basic pay rates are essential to every incentive 
pay system. 

Standards as a Tool of Management 

Under the above title, R. L. Brittain has presented a 
case history of the use of a system of standards for control 
purposes, in the 15th September N.A.C.A. bulletin. The 
company concerned manufactures cellophane products, and 
the standards used cover sales, selling expenses, finished 
goods, production, prime costs, and so forth. Based on a 
series of projections at standard rates, the system calls 
for subsequent reporting on variances between actual and 
standard. The article is well supported with illustrations 
of forms and schedules. 

Auditing Procedure 

The September issue of “The Journal of Accountancy” 
contains a review of the American Institute’s statements 
on auditing procedure, by R. C. Lytle. The importance of 
these releases cannot be over-stated, but they serve to 
emphasize two things—firstly, that many important pro- 
cedures or policies remain officially undefined and secondly, 
that it is not sufficient to record and publish approved 
procedures and principles once but that they must be con- 
stantly reviewed and brought up to date. 


Auditing Standards 


In discussing auditing standards as a measure of the 
auditor and his procedures, in the September “Journal of 
Accountancy”, E. A. Kracke endeavours to draw a clear 
line between standards and procedures. He summarizes the 
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general standards under the headings of technical training 
and proficiency, independence, and care in performance. 
The field work standards cover adequacy of preparatory 
planning, evaluation of existing internal control, and com- 
petence of evidential matter. Finally, the standards of 
reporting include adherence to accepted accounting prin- 
ciples, consistency in their application and adequacy of 
informative disclosures. This is the kind of short article 
that we should all read before heading into the final year 
end rush of work, to refresh our minds on points that we 
knew once, but too often tend to forget. 
The Nature of Corporate Capital 

Rufus Wixon has contributed an outstanding and brief 
paper on the nature of capital, in the September “Journal 
of Accountancy”. After discussing the legalistic and econ- 
omic viewpoints of capital, he reaches the conclusion that 
the capital section of financial statements should show both 
accumulated profits and paid in capital as capital, but that 
the two sections should always retain their identity. In 
particular, he disagrees with the transfer of surplus to 
capital on declaration of a stock dividend, claiming that the 
nature of accumulated capital is not changed, but that it 
should be shown as accumulated capital not available for 
distribution. Here is another technical accounting point 
that could well be the subject of further discussion. 


Accounting for Management Purposes 
One of the clearest of the many recent articles on the 
importance of accounting in management is that by L. C. 
Hawkins in the September issue of “Accountancy”. In 
particular, Mr. Hawkins stresses the importance of esti- 
mates in releasing periodic financial statements promptly 
—since the value of statements for management purposes 
decreases sharply with any delay beyond the closing date. 
The author also emphasizes the importance of presenting 
data in a form that tells management a story, instead of 

in the technical form preferred by accountants. 

Co-operative Building Societies 

The co-operative or mutual building society has not 
been developed on this continent to the extent that it has 
in Europe. However, it appears possible that the present 
financing problems faced by would-be home owners may 
well result in the formation or expansion of such societies. 
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The article entitled “The functions, operation and future 
of building societies” by Alexander Meikle, published in 
the 14th September issue of “The Accountant” is therefore 
timely, and the title of the article is sufficiently descriptive 
to make unnecessary a summary of its contents. 
Outline of a Cost System 

“Cost and Management” in its September issue, prints 
a long article by N. R. Barfoot on cost and production 
control in a metal stamping plant. The article is in effect 
a fairly detailed description of a complete cost system, 
dealing with all phases of the problem including standard 
costs, accounting records, overhead, cost of sales statement, 
production control and planning. 

Budgeting 

Managements use and application of operating budgets 
are outlined by J. R. Bartizal in the September issue of 
“The Controller”. The subject is covered under such head- 
ings as scope of budget, measure of performance, enforce- 
ment and so forth. In particular, the author emphasizes 
that budgets must reflect the policies of management, and 
chart a course which must then be followed by means of 
comparison of actual results with the budget. 

Internal Auditing 

E. H. Cunningham has presented an admirable review 
of internal auditing standards, types of audit, audit report- 
ing, working papers, procedure manuals, staff organization 
and other problems in the September issue of “The Con- 
troller”. This is certainly one of the most complete sum- 
mary reviews of the internal audit field to be published in 
recent months. 

Establishing Production Controls 

“The corporate controller should be responsible for the 
effective control of all plant and organizational practices”, 
states S. B. Miller in his article in the September issue of 
“The Controller’, and production controls which are dealt 
with specifically are only one phase of the general respon- 
sibilities. Labour controls, material controls and produc- 
tion planning are outlined, with descriptions of the types 
of records used in each instance. 
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R. G. H. SMAILS, C.A., EDITOR 
NOTES AND COMMENTS 


The standard accounting text devotes a good deal of 
space to the accounting treatment of a sinking fund for the 
redemption of bonds, construing such a sinking fund to be 
a quantity of assets (cash and investments in the hands of 
a trustee) offset by an equal reservation of earned surplus 
in a sinking fund reserve account. Usually moreover, it 
is assumed that interest earning on sinking fund invest- 
ments is an accretion to the sinking fund investments and 
the sinking fund reserve. 

An examination of bond issues over the past twenty 
years reveals very few cases where the trust deed calls for 
a sinking fund of this type. Most often where the bonds 
were described as sinking fund bonds the trust indenture 
called for the periodical payment to a trustee of a specified 
sum of money which the trustee was to expend on the pur- 
chase of bonds (either on the market or by drawings) for 
immediate cancellation. From the accounting viewpoint 
this is not a sinking fund at all since no accumulation of 
either earmarked assets or reserved surplus is involved. 
All that is involved in the accounts is a reduction of assets 
in the form of cash and a reduction of long-term liabilities 
in the form of bonds payable. 

Even though it be of no more than academic or historic 
interest the point may be taken in connection with the 
‘text-book’ type of sinking fund that interest on sinking 
fund investments should enter into the calculation of income 
of the company and not be credited directly. to surplus, 
(through the medium of the sinking fund reserve). It is 
an accretion to the net worth of the company from earnings 
which belong to the company even though they are tempor- 
arily under the control of a trustee. The entries for interest 
earnings would therefore be: 


Bank ee 

Interest income ae 
To record receipt of the interest. 
Interest income rr 

Profit and L2ss eC Ct«~«C ee 
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To close interest income to profit 


and loss. 
Profit and loss © I carly aka 
Earned surplus _: - | veya 
For transfer 
Earned surplus eee 
Sinking fund reserve lah! 6 taunts 


To appropriate an equivalent 
amount of earned surplus 
to the sinking fund. 

Sinking fund trustee «epi aie’ 

Bank — §» eins 

To record payment to the trustee 

of an equivalent amount 
of cash. 

We know of one text, at least, in which all this is ab- 
breviated into one entry debiting sinking fund investments 
and crediting sinking fund reserve. The end result may 
be the same by either method but only the first method 
tells the whole story. 

a 


* oe * 
STUDENTS’ ASSOCIATION NOTES 
Ontario 


Favoured with exceptionally fine weather for their 
Sports Day, September 27, the Association is able to report 
that the venture was very successful. While 135 student 
golfers, hooked, sliced and four putted their way around 
St. Andrews Golf Course the tennis Committee struggled 
to determine a winner from the 42 student tennis players. 

Golf tournament prize winners were as follows: Low 
Gross, J. Vigeon; Low net, P. Boddy; Low First 9, J. C. 
Reid; Low Second 9, W. Smith. Others winning prizes for 
various outstanding accomplishments were, F. J. Lovett, 
H. C. Rogers and Jean Nettle. 

The tennis champion for 1946-47 is Don Campbell who 
climaxed a long day of action during which he played 71 
games by besting Norm. Mathewson 6-4 in the final thrill- 
ing set. Semi-finalists were F. Lucas and T. Rice who also 
received awards for their efforts. 

Prizes were presented at a dance held at the Boulevard 
Club in the evening of the same day. The Association was 
fortunate in having Mr. Herington, president of the Insti- 
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tute, award the Golf Trophy to J. Vigeon and the Tennis 
Trophy to D. Campbell. 

Also at the dance the new baseball champions, A. G. 
Fisher & Co. were presented with the Institute Shield for 
their winning effort. Like true champions the team went 
through the season undefeated. Its opponent in the finals 
was Gurarie Rashkis & Co. 

The lectures each Monday evening continue to be suc- 
cessful and attendance increases each week. The lecturers 
and organizers are to be congratulated on their effort. 

* * A * 
PUZZLE 

Ask someone mentally to chose three numbers each less 
than ten. Require him to make the following calculations: 

(i) Take the first of the numbers and multiply it by 2. 

(ii) Add 3 to the product 

(iii) Multiply this by 5 and add 7 to the product 

(iv) To this sum add the second number 

(v) Multiply the result by 2 

(vi) Add 3 to the product 

(vii) Multiply by five, and add the third number to the 
the product. 

The result is the original three figures plus 235. There- 
fore if 235 is deducted from the result the remainder will 
be a number of three digits. These digits are the numbers 
originally chosen. Why is this? 

a * * * 
Solution to Last Month’s Puzzle 
A solution is 35 and 148. 
70 296 


* * * * 


PROBLEMS AND SOLUTIONS 


THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 
Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1945 
Accounting II, Question 2 (35 marks) 
The balance sheets of Mayfair Theatres Limited and Strand 


Theatres Limited (both provincial charters) as at 31st December 1944 
were as follows: 
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MAYFAIR THEATRES LIMITE 
BALANCE SHEET : 
31st December 1944 


Assets ‘ 
Current assets: 
ae Oe MINE | Suikaekcsnassceess $ 16,000 
$60,000 Dominion of Canada 3% 
RE ORNS noc ko csecsene fate 60,000 
Accrued interest receivable .......... 300 
Fixed assets: ‘ 
Se CU ch Skah ees hou ahve bane soi 70,000 
SE cs on N caGeasexsecebeeses - $400,000 
Less reserve for depreciation ..... 172,500 227,500 


Furniture, fixtures and equipment .. 125,000 


Less reserve for depreciation .... 72,500 52,500 
LS ee ee eeu Ke beseseeeaene biel 
Deferred charges: 
Prepaid MOOS .. cc ccscscvccccces i 125 
PROWL INBUTEROS ooccccccscesivns ° 475 
Liabilities 
Current Liabilities: 
Accounts payable ..... ebwewkeee ae 6,000 
Reserve for income and excess profits 
[REND csusedbesesnncse Louneenwe 10,000 
Unclaimed dividends .............. 900 


Capital Stock: 
Authorized and issued— ‘ 
4,000 cumulative redeemable 7% 
preferred shares of $100 each 
(dividend arrears 19.025%) .... $400,000 
3,000 common shares of $10 each . 30,000 $430,000 


PR EPO. oS kdiwsdace cust kacapenee 10,000 


STRAND THEATRES LIMITED 
BALANCE SHEET 
3lst December 1944 


Assets 
Current assets: 
PR IEE CS bid) ci vcs svn o Sse b ab biekiews b's Whee o ore 
Deferred charges: 
Deferred incorporation expensSes ..........eceececeeees 
Liabilities 


Capital stock: 
Authorized—6,500 common shares of $10 each 
Issued —=$,500 COMMON BHATED 2... cccccdcccecessccs 
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$ 76,300 


350,000 
30,000 


600 
$456,900 


16,900 


440,000 
$456,900 


$ 30,000 


___ 5,000 
$35,000 


$ 35,000 
$35,000 
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Note: An issue of $400,000 5% first mortgage bonds due Ist 
January 1960 was authorized on list January 1945. 

An offer to purchase the assets and undertaking of Mayfair 
Theatres Limited as of lst January 1945 was made by Strand Theatres 
Limited. This offer was accepted by both classes of shareholders of 
Mayfair Theatres Limited. The purchase and sale agreement between 
the two companies was executed on Ist January 1945 by the directors, 
subject to confirmation by the shareholders. Among other things, it 
provided for the following: 

1. Consideration payable by the purchasing company to the vendor 
company: 

(a) A payment in cash on closing of $507,000 plus an amount 

equal to the dividends accruing on the preferred shares of 
the vendor company for the period from 1st January 1945 
to the date of closing. ' 

(b) A further payment or payments of an amount or amounts 
equal to the legal and other expenses incurred by the vendor 
company in connection with the sale of its assets, and the 
distribution of the proceeds to its shareholders, and the sur- 
render of its charter, payment to be made from time to time 
as such expenses are ascertained. 

(c) Assumption by the purchasing company of all the liabilities 
of the vendor company except liabilities to its shareholders 
as such. : 

2. The purchase price of the assets as above to be allocated to 

the various assets sold by the vendor company as follows: 

(a) Current assets and deferred charges at values appearing in 
the books of the vendor company at Ist January 1945. 

(b) Goodwill at no value. 

(c) Tangible fixed assets at balance of total purchase price, which 
amount is to be proportioned over the various classes of tangi- 
ble fixed assets in the same proportions as their net depreci- 
ated values appear in the books of the vendor company. 


3. All transactions of the vendor company in the ordinary course 
of business from ist January 1945 to the date of closing are to be 
considered as having been made for the benefit of the purchasing 
company to whom an accounting must be made on closing. 

4. The purchasing company agreed to give an option to the share- 
holders of the vendor company, expiring 10 days before the date of 
closing, to subscribe for one $100 5% bond of the purchasing company 
at $100 plus accrued interest from 1st January 1945 for each preferred 
share held in the vendor company, and to subscribe for one common 
share of the purchasing company at $10 for each common share held 
in the vendor company. ; 

The sale was closed on 31st March 1945 on which date shareholders 
of the vendor company who exercised their option paid for 2,500 com- 
mon shares and $250,000 5% bonds of the purchasing company. 

The legal and other expenses of the vendor company in connection 
with the sale of its assets and the winding up of its affairs were not 
ascertained at 3lst March 1945, and so no payment was made by the 
purchasing company at that date in respect thereof. It is estimated 
that these expenses will approximate $6,900. 

The following is a summary of the transactions made by the 
vendor company in the period 1st January 1945 to 3lst March 1945 
for which it accounted to the purchasing company on closing, making 
settlement in cash. 
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Cash Receipts: 


RNS is cicaeaucseclen an eb eiwesseoseeear%s $110,000 
Sale of $60,000 Dominion of Canada bonds: 

EE teat as shia hauisine da ich ewas ons ai Meew ae « 60,000 

NE rg el 5 bra its cane bie ech 6 So OS 450 

Cash payments: 

III ONE ce eee aed Uc ulad ie Sa haus oie Rae Ne's 40,000 
ERE ioe hu sR Saee iSs ake ths Oe Riess ASSO SROs 25,000 
PE UE ik oko ok cede cc ccdnswnecess 10,000 
RN Ree Ue esos calen oSuale cue aeneaes Beene 2,000 
NE NI ees o8s 5s acco Kine wista'ds Sas ale we aale.6 wei 900 
ce ee eee 1,500 
IN re eR yt Clad oid lac aids Wieiaieis Os Gis whe 200 
INS WINING oo o.5n vcs node sau sees’ caw wsuecs 2,000 
Instalments 1944 income and excess profits taxes ...... 5,000 
Accounts payable at 3lst December 1944 .............. 6,000 


On 31st March 1945 the purchasing company sold for cash the 
balance of the 5% bonds which it was authorized to issue to a syndi- 
cate of investment dealers at the price of $97.50 per $100 plus accrued 
interest from 1st January 1945. 

Required: ' 

(a) Prepare balance sheet of Strand Theatres Limited as at 31st 
March 1945 after giving effect to the issue of securities and the pur- 
chase of the assets of Mayfair Theatres Limited, and statement of 
revenues and expenditures for the three months ended that date. 

The following additional information relating to Strand Theatres 
Limited is given for this purpose: 

Depreciation to be provided at rate of 4% per annum on buildings 

—and 10% per annum on furniture, fixtures and equipment. 

Income and excess profits taxes to be provided for at minimum 

rates—of 40% of profits before taxes on profits. 

Municipal business and realty taxes accrued at 3lst March 1945 

—$3,000. ; 

Licenses prepaid at 3lst March 1945—$200. 

Insurance prepaid at 31st March 1945—$100. 

Interest may be computed on a monthly basis. 

(b) Prepare journal entries recording all transactions of Strand 
Theatres Limited from 1st January 1945 to 31st March 1945. 


SOLUTION 
STRAND THEATRES LIMITED 
BALANCE SHEET 
3ist March 1945 


Assets 
Current assets: 
Pt nn MEL ge a bawsedaunieseseass $ 36,100 
Fixed assets: 
SEE NE Rocio wc ow kc ean ae So $ 92,000 
RNR ROO, osc conssercevews ass $299,000 
Less: Reserve for depreciation ... 2,990 296,010 
Furniture, fixtures and equipment .. 69,000 
Less: Reserve for depreciation ... 1,725 67,275 455,285 
Deferred charges: 
Unamortized bond discount ........ 3,750 


PPODRIE TICRMIOE onc 5:05:55 0s no's 50 
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PROPRIA IMGUTANCE 26665 ccceccsecs 100 
Deferred incorporation expenses .... 5,000 9,050 
$500,435 
Liabilities 
Current liabilities: ’ 
Estimated liability to Mayfair Theatres Limited $ 6,900 
Liability for income and excess profits taxes of 
Maytair Theatres TAmited « ... osc cccceces 5,000 
Provision for income and excess profits taxes. . 8,214 
Accrued municipal taxes ... <2... csc cc cccceccs 3,000 
PRCTUSA DONG WISTORE oo occ hee cseweveess 5,000 $ 28,114 
Bonds payable: ‘ 
Authorized and issued— 
$400,000 5% first mortgage bonds due Ist 
NE EIN o6o Sh kane ee wae e Sais a 400,000 
Capital and surplus: 
Capital stock: 
Authorized—6,500 common shares of $10 
each ‘ 
Issued —6,000 common shares ........ 60,000 
Earned surplus: 
Net profit three months ended 31st March 
PEE ah sakiese es eee Ded Wate OA 12,321 72,321 
$500,435 
STRAND THEATRES LIMITED 
STATEMENT OF REVENUES AND EXPENDITURES 
For the three months ended 31st March 1945 
Revenues: 
NINE aie pies nore alsa sa Sled ao aw ere Se eee $110,000 
Expenditures: 
NN III Gots a hip ci xaw sae oe eee eee ns Fe $ 40,000 
Ne 5s oo tie a Pie albinos UAW wine Ceeneew 25,000 
SMI eh aon Po okt als Sowa MeN 10,000 
I OE ah ois hniiens elas whl as avs cba aru, utahine 2,000 
Re WE MI on oso sla cus vitawieas-caa-na/eare 900 
Wel, WEEE BIE GOOG «2 cook cc Ssdiccccccess 1,500 
NNN ole c bbc a wo oe ina eaeawscer os ses bw eh 125 
Municipal business and realty taxes ......... 3,000 
UI os ee occ esas Ses wes Slee So 375 
WOOPPOCIGUION, DUMIGINEE ooo. so éccoe soc csiesiis cece 2,990 
Depreciation, furniture, fixtures and equipment 1,725 
Miscellaneous expenses ...........ccseseeceee 2,000 89,615 
es RUNNIN ohn GA oes Saks Geen x eawes 20,385 
Add Interest earned on Dominion of Canada bonds 150 
Net profit before making provision for income and 
ee errr rrr rere ee re 20,535 
Provision for income and excess profits taxes .... 8,214 


Net profit carried to earned surplus ptiats, beave ae /ealeat 
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(b) Journal entries all dated 31st March 1945 


RE NN ag ea Sg oi fasta baad wh aia wwe wae $ 16,000 
Dominion of Canada Donds «......25s.ccsesccesceee 60,000 
Accrued interest receivable ............ccccsceees 300 
NE ts nics b teeta bansGbeeseessseuase 125 
PR NII: So oa afk cas Wkieee daw Seb wws oem es 475 
a gar ain x oababaeis oss s4Sbas a aceane 92,000 
SN Ss en i hee enchants eda uinanseie ais. 299,000 
Furniture, fixtures and equipment ............... 69,000 
To Mayfair Theatres Limited ............... 


To Provision for estimated liability for 
amount equal to legal and winding up ex- 
penses of Mayair Theatres Limited ........ 

Oy EE IID, 6 5b 5.06 5ecniw nies ceccuess 

To Liability assumed for income and excess 
profits taxes of Mayfair Theatres Ltd....... 

Recording purchase of assets of Mayfair 

Theatres Limited as at Ist January 1945 as per 
purchase and sale agreement. Provision of $6,900 
is made for the amount payable to Mayfair Theatres 
Limited in respect of legal and other expenses of 
that company in connection with the sale of its 
assets and winding up its affairs. 


BMaytair Theatres TAMIGON occ cio cc cciescsesiccecces 514,000 
NTR GS ta nana G58 a ak GIS Ia Io p e's 6 Bid S10 Se Ove 
Recording payment on closing. 

Decco ich psy edn Keke she kblowskem aw aie deieve $ 77,850 

RRR is oo Sah icc ane web EN Sw ewe wwe wie em 40,000 

SD Bi A re iO yy ote ia irae sta larig tl WAS 25,000 

eee Ee Sor wkwe san habe oeseinnS 2,000 

PO VSTTIINS BNA DUDUCIHG «6 5. o:c cides csicsevccescs 10,000 

Ne NE Eos Gils byw a wie wien eben lew wialee ws 900 

ee 1,500 

NTS oes CLEGG a abesaels SeW ee Sea weakens ieee 200 

IRS CRORES noo 6.kisS oiccanesjnesccsicscess 2,000 

Liability for income and excess profits taxes of 

Maytair Theatres TAMItSd 2... cccccscsecces 5,000 

Ns CD ee Sco 0 hic anes sb ian’ aes se 6,000 
Oe a a ee eee 
To Dominion of Canada bonds ............... 

To Accrued interest receivable ............... 
ey I RINNE sight och bss Wweeses kines 


Recording of deposit of cheque of Mayfair 
Theatres Ltd. for $77,850 being net amount received 
by that company in the period from list January 
1945 to 3lst March 1945 for the account of Strand 
Theatres Ltd. . 
RR tee re Ui ah ocbicksawees.nvbasnciews 278,125 
ey NS IN oo Sie beac wien oa abs ones 
To Accrued interest payable ................. 
TO TORDITAL DOG OOTATBOR oo. 5a)oiniesc oc eeciccccese 
Allotment of $250,000 bonds at par plus accrued 
interest from 1st Jan. and 2,500 common shares at 
par to sundry shareholders of Mayfair Theatres 
Ltd. 
Seo occeNhika bse ho Caves sbeebs see sctunwes 278,125 
SP INN 55-5105 Sa is wieig W's woh a bis to 0 ese 





$514,000 


6,900 
6,000 


10,000 


514,000 


$110,000 
60,000 
300 

150 


278,125 
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Deposit of subscriptions. 


PRMEIIITI,, ain ier es saree 6 6440 o0 00 vaelowe Lia eee elee 148,125 

PAE 0 NO AMEND og o.5 600 Sip.c eis cesar eviewdees 3,750 
oe Pen eee re ee 150,000 
To Accrued interest payable ................. 1,875 


Allotment of $150,000 bonds to syndicate of in- 
vestment dealers at $98 plus accrued interest from 
1st Jan. 
NI eto ois aia aera kine oko cise S guarentee a Sib wwe were 148,125 
eS REIN 565.5 51646 de KA eed ove C els eed Or 148,125 
Deposit of subscriptions. 
SPIO, ois oS Seo cca s sesh oa ceessedessews 4,715 
To Reserve for depreciation of buildings ..... 2,990 
To Reserve for depreciation of furniture, fix- 
ge | 1,725 
Provision for three months to date at rate of 4% 
per annum on buildings and 10% per annum on 
furniture, fixtures and equipment. 
Taxes, municipal, business and realty ............ 3,000 
To Accrued municipal taxes ..............06- 3,000 
Setting up accrued realty and business taxes. 
ee ee ee eer errr ee ree 375 
TN PHONON TORT ENOD 6.55. scecccvccsstscceces 375 
Adjusting prepaid insurance. 
I CIID os SkwsS sb o0 be Skee eeedase sas pate 75 
EE, 5. neous svcisey 00:44:65.5 5 soe ewes seees 75 
Adjusting prepaid licenses 
Income and excess profits taxes .............06. nie 8,214 
To Provision for income & excess profits taxes 8,214 
Provision of 40% of taxable profit of $20,535. 
Note: A candidate might quite properly treat the unclaimed dividends 
of Mayfair Theatres Limited as one of the liabilities assumed by 
Strand Theatres Limited. 


PROBLEM II 
FINAL EXAMINATION, DECEMBER 1945 
Accounting III, Question 2 (15 marks) 


The X Company is interested in acquiring certain patent rights 
owned by the Y Company and has made the following offer to the 
shareholders of the Y Company: 

1. The X Company to pay $100 per share for an option to purchase 
all shares of the Y Company owned by any shareholder within one 
year from ist January 1944. 

2. The X Company to pay an additional $100 per share to the 
acceptors of the offer if the option to purchase such shares is exercised. 

3. Assets of the Y Company on ist January 1944, other than patent 
rights, will be liquidated and the proceeds paid to the old shareholders 
as their interest may appear. (Old shareholders are those persons 
who accept this offer, or those who own stock and refuse this offer.) 

4. Dividends, other than liquidating dividends, paid during the 
term of the option shall be applied in reduction of the additional $100 
to be paid if the option is exercised. 

5. Acceptors of this offer shall deposit their share holdings with 
a trustee. The trustee shall receive and hold all dividends applicable 
to the shares so deposited, except liquidating dividends, pending ac- 
ceptance or other disposition of the option to purchase such shares. 

Shareholders owning 18,000 shares (90%) of the capital stock 
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of the Y. Company accepted the above offer effective 1st January 
1944 and were paid in cash. 

To avoid future complications, the X Company purchased for 
eash the remaining outstanding shares @ $210 per share on 15th 
January 1944, and deposited these shares with the trustee. 

The following dividends were paid during 1944: 


Liquidating Other 
 PEDEE 6 Ook ch adeaes ROO SNAG ES enw $10 share $20 share 
ORM NY ROR 5 ios ads kas dkis selsw se sews 9 share 10 share 


The option was exercised on 15th October 1944, and the Y Com- 
pany was completely liquidated; the X Company surrendered the 
capital stock in exchange for patent rights. 

Required: 

Prepare: ‘ 

1. Journal entries to record the above transactions on the X Com- 
pany’s books. 

2. A statement showing the cost to the X Company of the patent 
rights acquired. 


SOLUTION 
1. JOURNAL ENTRIES 


(1) 
Ist January 1944 
Option to purchase shares of Y Company...... $1,800,000 
ehh oC Oca et cae tc ce eeurasees ee aaeen se $1,800,000 
To record the purchase of option to buy 18,000 
shares of capital stock of Y Company at 
$100.00 per share, as per accepted offer. 


(2) 
15th January 1944 ; 
Investment in shares of Y Company .......... 420,000 
A a). ot Ene cu eis ews <bes ceed Sos ee eRED 420,000 
To record the purchase of 2,000 shares of capital 
stock of Y Company at $210.00 per share. 


(3) 
30th May 1944 
ee a eer Seer eT 40,000 
RRS SUR SE eerste ka cuacaknw sks ou safecise 20,000 
NEED Sc aowike coussseud new e ess 40,000 
Investment in shares of Y Company ....... 20,000 


To record the receipt of a cash liquidating divi- 
dend of $10.00 per share and an “other” divi- 
dend of $20.00 per share on 2,000 shares of 
stock of Y Company owned by the Company 
and deposited with the trustee. 

Note—The dividend on the 2,000 shares of stock 
which were purchased on 15th January 1944 
(entry 2) “to avoid future complications” 
may be regarded as a part of the principal 
purchase and not as a temporary invest- 
ment. The change in the solution would be 
a credit to “Investment in shares of Y Com- 
pany” rather than dividend income. 


(4) 
15th October 1944 
SORA RODURURINE oS one 6ob seb ecew se ernSenss $ 20,000 
MR Si KE eee cude hub oan Khia ewan ews sel 18,000 
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RTO MOONS S55 oa Sairin wee sseiesdsaces $ 20,000 

Investment in shares of Y Company ...... 18,000 
To record the receipt of a cash liquidating divi- 

dend of $9.00 per share and an “other” divi- 

dend of $10.00 per share on 2,000 shares of 

Y Company owned by the company and de- 

posited with the trustee. ‘ 


(5) 
15th October 1944 


Investment in shares of Y Company ........... 1,260,000 
RR Sei ore cis are Sie GSN Ad lw ewe NOE 1,200,000 
a ee 60,000 


To record the exercising of the option of Ist 
January 1944 to purchase 18,000 shares of 
the stock of Y Company, and the — 
of cash to the trustee, as follows:— 
Balance of purchase price:— 

(18,000 shares at $100.00 each) $1,800,000 
Less “other” dividends receivable 

from trustee: 

($30.00 per share on 18,000 


SEE a whG Hes enccs eases 540,000 
I~ Shia Ses ge peered $1,260,000 


Deduct “other” dividends receiv- 
able from trustee on the 2,000 
Ds Sacn.cnsee eb sa ome wes 60,000 


Net amount of cash paid ...... $1,200,000 ' 
(6) 
15th October 1944 

Investment in shares of Y Company .......... 1,800,000 

Option to purchase shares of Y Company.. 1,800,000 
To transfer the cost of the option to purchase 

shares of stock of Y Company to the invest- 

ment account. ' 


(7) 
15th October 1944 
NN gS SoG ws pou oes cis hh OR ela ce ene es $3,442,000 
Investment in shares of Y Company ...... $3,442,000 
To record the exchange of 20,000 shares of 
Y Company for the patent rights owned by 
that company ‘ 


2. STATEMENT SHOWING THE COST TO THE X COMPANY OF 
THE PATENT RIGHTS ACQUIRED FROM Y COMPANY 


1944 ; 
January 1. Cash paid for option to purchase 18,000 shares $1,800,000 
January 15. Cash paid for 2,000 shares ..............+. 420,000 
October 15. Cash paid on balance due on 18,000 shares.. 1,800,000 
ME ie SNe AES Roh Oa ee ew ea eles Mey wl ood ZeRe ealee $4,020,000 
Deduct— 
May 30. Liquidating dividend of $10.00 per 
share on 2,000 shares .......... $ 20,000 
October 15. Liquidating dividend of $9.00 per 
share on 2,000 shares .......... 18,000 
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October 15. “Other” dividend on entire 20,000 


shares of $30.00 per share ...... 600,000 
ET SUN Ss sae cknkeicneen dws $ 638,000 


Less “other” dividends on 2,000 
shares of $30.00 per share (see 
DOD. Gosowe tekesGsghuakaweres 60,000 578,000 


Net cost of patent rights acquired $3,442,000 


Note—If the 2,000 shares were not considered as a temporary invest- 
ment, the $60,000.00 of “other” dividends would not be dividend 
income, but would serve to reduce the cost of the stock. The 
patent rights would then be carried at a cost of ($3,442,000.00 
minus $60,000.00) $3,382,000.00. 


DISCUSSION OF PROBLEM SOLUTIONS 


AUGUST ISSUE 1946, PROBLEM I 
Town of Mount Royal 
Quebec, 
September 29, 1946 
Dear Sir: 

May I point out what seems to me a contradiction in Problem I 
of your August issue of this year. 

This problem states in part “Three bushels of grain in the pro- 
portions of two parts of A to one of B produce 198 pounds of the 
finished product”. The weights given in the problem are—A, 70 Ibs. 
per bu. and B, 80 lbs. per bu. 

The above statement can be summarized as: 

Bushels Wt. per bu. Lbs. 





casas seca aa gacae one 2 70 Ibs. 140 
Pi Gses caches said 6ause ak 1 80 Ibs. 80 

"3 "220 
Less: 10% loss ....... or 22 
Weight of finished product "198 


In this summary, the proportion of 2 to 1 is true of bushels, but 
not of pounds. 

In the solution to this problem, however, the following figures 
are used— 

Grain put into production; 





Bushels Wtperbu. Lbs. 

eee sie Ns. Ui Oa'e 40,000 70 Ibs. 2,800,000 

te pce nes ca che 17,500 80 Ibs. 1,400,000 

, 57,500 4,200,000 

Less: 10% loss ............. 420,000 
3,780,000 


In this summary, the proportion of 2 to 1 is true of pounds, but 
not of bushels. 
I should think this apparent contradiction would cause a student 
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some loss of time if he worked out the “Grain put into production” 
by bushels, and found the answer was not in the proportions given 
in the problem. 

Yours very truly, 

W. M. Reay. 


AUGUST ISSUE 1946, PROBLEM II 
Toronto, Ont. 
August 18, 1946. 
Dear Sir: 

With reference to Problem II appearing in the August issue of 
the magazine there appears to be an error in the computation of raw 
material requirements for planned production. The published solution 
shows the total weight of finished product required, 2,100,000 Ibs.; 
then, to find the proportions of grains A and B, applies the fractions 
% and \% respectively. The data provided for problem I, however, 
clearly shows that these proportions are for volume, not weight. 

A recalculation of this portion of Problem II is suggested as 
follows: —- 


ESTIMATED RAW MATERIAL PUT INTO PRODUCTION 
Total weight of finished product required for six months 
CG TE PATTIE BOVUIOD) ook oi ce eek cSeeseas ees 2,100,000 Ibs. 


Each 198 lbs. of product calls for 220 lbs. of raw grain; 
therefore total weight of grain required— 


ee OMI OS SS sso haa eerie ete sasdenccds 2,333,333 Ibs. 
198 
Each 220 lb. of raw grain is composed of:—2 bu. A = 140 Ibs. 
bu B = 80 lbs. 
220 Ibs. 
Therefore: 


Total requirements—Grain A 140 x 2,333,333 lbs. 


— 


220 
1,484,848 lbs. 
= 21,212 bu. (70 Ibs. ea.) 


80 x 2,333,333 Ibs. 
220 

= 848,485 lbs. 

= 10,606 bu. (80 Ibs. ea.) 








Total requirements—Grain B 


II 








These altered figures of consumption, if followed through, would 
necessitate changes in the forecast of operations and the pro forma 
balance sheet. 

Yours very truly, 
J. T. Sherbarth. 


SEPTEMBER ISSUE 1946, PROBLEM II 
Kingston, Ontario, 
September 25, 1946. 
Dear Sir: 
The solution to Plan A Accounting II, Question 4, Final examina- 
tion December 1945, which appeared in the September issue seems to 


291 








THE CANADIAN CHARTERED ACCOUNTANT 


assume that cost of sales will increase proportionately with sales in 
departments A, B, and C. While the writer admits that this is not an 
unlikely state of affairs, he submits that it is precluded by the wording 
of the problem. On this point the question reads, “It is also to be 
supposed that sales in the other departments would increase some- 
what, possibly 10% all round, without any increase in expense, either 
direct or indirect”. This appears to be in sharp contrast to the earlier 
statement concerning the expectations for department D: “Sales could 
be increased by 50% and the same ratio of gross profit maintained”. 
If we abide by our definition of expenses as “the cost of obtaining 
revenue for the period”, surely cost of sales includes a most important 
group of expenses (both direct and indirect). Isn’t cost of sales the 
prime example of an expense? The writer contends that a literal 
interpretation of the problem requires a solution as follows— 
Plan A—Forecast of results 


Departments 

: A B Cc D Total 
Be 200 Gu wobaseceeuk $330,000 385,000 275,000 600,000 1,590,000 
ont ef gales ....256%.5< 180,000 280,000 150,000 360,000 970,000 
Grops profit «.... 2.0... 150,000 105,000 125,000 240,000 620,000 
Salaries— 
NN UIE 2 al so were 20,000 10,000 30,000 70,000 130,000 
Building expense ...... 10,000 5,000 25,000 60,000 100,000 
Delivery expense ...... 2,000 1,000 5,000 14,500 22,500 
General office exp. .... 15,566 18,160 12,972 28,302 75,000 
BAVOTEBIOS «. o6<.sieces 20,000 25,000 15,000 70,000 130,000 
Other admin. exp. ..... 9,340 10,896 7,783 16,981 45,000 
Total expenses ........ 76,906 70,056 95,755 259,783 502,500 
Possible eventual 
DINED x shes cesaswe 73,094 34,944 29,245 (19,783) 117,500 





Respectfully submitted, 
A Well Wisher. 


OCTOBER ISSUE 1946, PROBLEM I 
Kingston, Ontario, 
October 15, 1946. 
Sir: 

The answer to Question 4 of Accounting 2 of the December 1945 
intermediate examination papers, as submitted in the Students’ De- 
partment for October 1946, seems to beg further discussion. The ques- 
tion asks where and why certain specified items would be shown by 
the student in the operating statements of a manufacturing concern, 
and so leaves room for discussion of procedures which may deviate 
somewhat from general practice. 

As to sales of by-products and inventory of unsold by-products, the 
answer states that it is necessary to show these deducted. from the cost 
of raw material in the manufacturing statement “in order that the 
cost of materials used in the manufacturing of the main products may 
be correctly shown”. No doubt a very different reason for the custom- 
ary treatment mentioned in the answer would be acceptable to the 
examiners, for only by the sheerest chance would that treatment ever 
result in the showing of the actual cost of raw materials used in the 
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